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Acq. and Non-acqa. 


Culbertson Case 
Sir: 


In Commissioner v. Culbertson [49-1 ustec 
{| 9323], 69 S. Ct. 1210, the Supreme Court 
of the United States holds that its previous 
basic family partnership decisions in the 
Tower and Lusthaus cases were not ac- 
curately interpreted by the Tax Court. In 
this connection, however, the Supreme Court 
is anxious to employ beneficent language. 
The Tax Court committed, “at best, an error 
of emphasis.” 

It is generally overlooked that Mr. Justice 
Reed, who wrote the dissenting opinion in 
Lusthaus v. Commissioner [46-1 ustc J 9190], 
327 U. S. 293 (with the then Chief Justice 
joining therein), gave the following sig- 
nificant interpretation of the majority opinion 
in Commissioner v. Tower [46-1 ustc J 9189], 
327 U. S. 280: 

“As we read the Court’s opinion, it de- 
cides that a wife may not become a partner 
of her husband for federal income tax pur- 
pose if the husband gives to her, directly or 
indirectly, the capital to finance her part of 
the partnership investment, unless she also 
substantially participates in the manage- 
ment of the business or otherwise performs 
vital additional services. This conclusion 
we think is erroneous.” 

Even the Tax Court- applied a broader 
conception to the interpretation of the Tower 
and Lusthaus precedents than the hereinbe- 
fore-mentioned members of the Supreme 
Court itself were willing to apply. 

It appears purposeless, however, to dwell 
at greater length upon the degree or lack of 
consistency displayed by the Supreme Court 
on the family partnership issue. Undoubt- 
edly, the Supreme Court felt that the prin- 
ciples on which the Tax Court based its 
analysis of family partnership cases had 
become stale, doctrinal and dangerously nar- 
row. The liberal attitude displayed by the 
United States Court of Appeals for the Fifth 
Circuit in the Culbertson decision, even 
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though not approved, supplied the Supreme 
Court with the opportunity to revitalize the 
issues involved and instruct the Tax Court 
accordingly. 


This more liberal outlook, when reduced 
to realities, reveals itself in two essential 
directions. 


(a) The Tax Court is discouraged from 
applying fixed standards and primarily its 
own judgment to the analysis of a family 
partnership situation. Instead, the bona fide 
intention of the parties to join together as 
partners, and their opinion as to whether 
services or capital furnished are of an essen- 
tial nature, should serve as the governing 
measure. “The Tower case did not purport 
to authorize the Tax Court to substitute its 
judgment for that of the parties; it simply 
furnished some guides to the determination 
of their true intent.” There is no question 
in my mind that this exhortation on the part 
of the Supreme Court is extremely sound 
and will lead to a much desired general im- 
provement in the judicial evaluation of the 
factual basis of partnership issues. 


(b) Even more gratifying is the change 
urged by the Supreme Court in connection 
with the problem of capital contribution. 
Heretofore, the donation of capital among 
family members created for the taxpayer’s 
attorney almost insurmountable difficulties 
in trying a family partnership case success- 
fully, unless there were services involved 
which were so vital and impressive that 
under the dual-test theory the negative 
capital element was more than compensated 
for by the strongly positive service element. 
The Supreme Court now announces that “if 
the donee of property who then invests it in 
the family partnership exercises dominion 
and control over that property—and through 
that control influences the conduct of the 
partnership and the disposition of its in- 
come—he may well be a true partner. 
Whether he is free to, and does, enjoy the 


(Continued on page 935) 
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Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


University of Chicago.—The Second An- 
nual Conference on Federal Taxes spon- 
sored by the University of Chicago will be 
held in Chicago on November 2, 3 and 4. 
There will be six sessions in all, and it is 
planned to make the conference something 
more than a series of lectures. It will be 
a forum where practitioners may exchange 
their ideas and experiences on the tax prob- 
lems they face in common. 


The conference is designed for attorneys, 
accountants and corporation executives who 
have had considerable training and exper- 
ience in tax matters. It is not designed to 
teach the fundamentals of federal taxation. 
The planning committee has chosen the 
speakers on the basis of their ability and 
experience, and those chosen are extremely 
well qualified to speak on the subjects selected. 

The following is a tentative arrangement 
of sessions and lectures: 


Suggestions regarding procedure and re- 
view of recent legislation, decisions and rul- 
ings: 

Brief review of most significant recent 
court decisions and Bureau rulings relating 
to federal taxes (to bring audience up to 
date since last fall). 

Discussion of current legislation relating 
to federal taxes, either proposed or passed. 

Technical Staff and Division Counsel; 
purpose and duties and advice to practi- 
tioner as to improvements in practice. 

Procedure and advice in situations where 
Bureau alleges fraud. 


Income tax problems of estates, trusts 
and individuals: 

Income tax problems of estates. 

Income tax problems of trusts. 

Income tax problems of individuals. 


Tax-Wise 


Panel on estate and gift taxes: 

Present status of the Spiegel and Church 
problems. 

Major aspects of life insurance in estate 
planning. 

Current issues concerning the marital de- 
duction after issuance of the Treasury Reg- 
ulations. 

The gift tax in relation to marital and 
family settlements and liabilities determined 
by courts. 


Accounting and related problems of busi- 
ness: 

Pension and profit-sharing plans—recent 
3ureau rulings and attitude. 

Inventory pricing. 

Treatment of unusual deductions in 
business, such as vacation pay, wage adjust- 
ments, special losses and payment of over- 
ceiling prices, penalties, etc. 

Deferred-compensation questions, stock 
options, bargain sales, salary plans for exe- 
cutives and related problems. 


Corporate organisations, reorganizations, and 
distributions: 

New problems in tax-free organization of 
corporations under Section 112 (b) (5). 

Tax problems in recapitalization of an 
existing business. 

Current problems in dividing and merg- 
ing existing businesses. 


Purchase and sale planning: 

Recent developments of the Court Hold- 
ing Company doctrine. 

Problems in buying and selling patents 
and trade-marks. 

Purchase and sale of business—proprie- 
torship and partnership. 

Sales to related taxpayers. 

The fee for the conference is $30. The 
tickets are transferable, so that different 
members of a firm may attend the sessions 
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relating to their individual interests. Out- 
lines of each lecture will be mailed to each 
registrant before the conference; these out- 
lines will furnish a brief sketch of the 
practical problems to be covered, and will 
offer suggested readings which might prove 
helpful in advance of the lectures. The fee 
covers all costs. For information, address: 

The University of Chicago 

Second Annual Tax Conference 

University of Chicago 

Downtown Center 

19 South LaSalle Street 

Chicago 3, Illinois 


New School for Social Research.—The 
New School for Social Research has an- 
nounced a new course. Termed “Today’s 
Investor,” this course will be given by A. 
Wilfred May, executive editor of the Com- 
mercial and Financial Chronicle, and will 
last fifteen weeks. The course, to begin 
Thursday, September 29, offers an analysis 
of the current problems of the investor, 
including a study of the applicable tax 
laws. Mr. May is a member of the Econo- 
mists’ National Commission, and formerly 
served with the Securities and Exchange 
Commission as well as with the Treasury 
Department. He is also a member of the 
New York Society of Security Analysts 
and the American Statistical Association, 
and is chairman of the Public Relations 
Committee of the Tax Institute. 


New Form 1040 Released 


The government’s new Form 1040 for 
reporting individual income for the year 
1949 has been released. While there have 
been some twenty-eight changes, they are 
minor in character. These forms will not 
be available in quantity until December. 





State 


Delaware 
Georgia 
Kansas 
Minnesota 
Missouri 
Montana 
Nebraska 
New Mexico 
North Carolina 
North Dakota 
Oklahoma 
Oregon 
Pennsylvania 
Vermont 
Washington 


* North Dakota increased rate suspended pending outcome of referendum vote. 
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Old Rate 


Competition for Lawyer 
in Income Tax Return Field 


To whom does the average layman turn 
when he needs help in filling out his income 
tax return—a lawyer, a tax collector or a 
CPA? According to a survey recently com- 
pleted under the auspices of the Iowa State 
Bar Association, the results of which are 
set forth in’ a paper by William F. Riley 
in the August, 1949 issue of the Journal of 
the American Judicature Society, in Iowa 
more people would consult the attorney. 
Thirty-four per cent of those surveyed 
would consult a lawyer; twenty-three per 
cent, a tax collector; fifteen per cent, a 
banker; twelve per cent, a CPA; and the 
remaining sixteen per cent, miscellaneous 
people. These figures indicate that the 
lawyer has more competition in the tax 
field than in any other. Compare this with 
the replies of the same people, where ninety- 
four per cent said that they would consult 
a lawyer if they wanted to sue or were 
sued; eighty-seven per cent, if they needed 
help in drawing up a will; and sixty per 
cent, if they needed help in drawing up a 
real estate lease or deed. Why? 


Gasoline Tax Rates 


On page 869 we present a map listing the 
existing gasoline tax rates of the forty-eight 
states and the District of Columbia. 

Effective during 1949, fourteen states have 
increased the tax burden on motorists and 
truckers by raising their gasoline tax rates. 
These states are: 


New Rate Effective Date 


5¢ June 8, 1949 
7¢ July 1949 
5¢ July 1949 
5¢ July 1949 
4¢ Oct. 1949 
6¢ July 1949 
6¢ May 1949 
7¢ June 1949 
7¢ Jan. 1950 
6¢ - 

6.58¢ June 
6¢ July 
5¢ June 
5¢ July 
6iA¢ Mar. 


1949 
1949 
1949 
1949 
1949 
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Cigarette Tax Rates 


The existing tax rates for an ordinary 
package of twenty cigarettes are reflected on 
the map reproduced on page 871. 


State 


Arkansas 
Delaware 
District of Columbia 
Georgia 
Massachusetts 
Minnesota 
Nevada 

New Mexico 
North Dakota 
Vermont 
Washington 
Wisconsin .. 


Old Rate 


In addition to new taxes in Delaware and 
the District of Columbia, ten states have 
made changes in their cigarette tax rates 
during 1949. These changes, per package, 
are: 


New Rate Effective Date 


4¢ June 9, 1949 
2¢ July 1, 1949 
l¢ Aug. 1, 1949 
5¢ July 30, 1949 
Sept. 1, 1949 
April 26, 1949 
July 1, 1949 
June 10, 1949 
July 1, 1949 
June 1, 1949 


* 


July 21, 1949 


* The present rate in Washington is 1¢ for each 10¢ of intended retail selling price. 
An additional tax of the same amount was enacted in 1949, but its collection is held in 


abeyance pending final decision on its validity. 


prospectively only. 


In addition to the forty states and the 
District of Columbia, the following major 
cities impose taxes on cigarettes: Baltimore 
(1¢), St. Louis (2¢), Kansas City (2¢), 
Denver (2¢), Birmingham (2¢, Jefferson 
County) and Miami (l¢ for each 10¢ of 
retail price). 


Arizona Dilemna 


The Arizona Society of Certified Public 
Accountants has taken a stand in opposi- 
tion to the decision of the Supreme Court 
of Arizona in the case of State of Arizona 
v. AiResearch Manufacturing Company, Inc., 
2 CCH Srate Tax Cases Reports § 250-041, 
which held that regardless of whether the 
taxpayer paid its federal income tax on an 
accrual or on a cash basis, such federal tax 
on income subject to the Arizona income 
tax is deductible only when the 
actually paid in cash. 

The Society states: 


“We believe, first, that deduction of Fed- 
eral income tax on an accrual basis by an 
accrual basis taxpayer does clearly reflect 
income, and that deduction of Federal in- 
come tax on a cash basis by an accrual 
basis taxpayer does not clearly reflect in- 
come. 


tax is 


“We believe, secondly, that Regulation 
528 as adopted by the Commission is di- 
rectly contrary to Sec. 73-1519 of the law 
and that the real and final effect of Sec. [sic] 
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If held valid, the tax will be applied 


528 is to confiscate capital rather than to 
tax income. 

“Finally, it is our firm belief that this 
inequity—the deferment and in some cases 
the complete denial of one year’s federal 
income tax deduction—will serve as just 
one more deterrent to the health and growth 
of Arizona’s economy. It is one more 
straw on the camel’s back.” 


The Society says that the basic difficulty 
with the decision is the fact that it is 
predicated upon Regulation 528, promul- 
gated by the State Tax Commission in 
1934. The court in its decision, according 
to the Society, presumes that the Commis- 
sion had both reason and authority to issue 
such a regulation. 


News of Other States 


California—Among the proposed consti- 
tutional amendments which will be sub- 
mitted to the California voters at the special 
state election to be held November 8, 1949, 
the following relate to taxation: 


(1) The budget session of the legislature 
is limited to enactment of the budget, to 
revenue and tax measures necessary there- 
for and to consideration of city and county 
charter amendments. The budget session 
is limited to thirty days and the general 
session to 120 days. 


(2) Certain inoperative provisions, relat- 
ing to the former method of taxing insurance 
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companies, effective dates of former changes 
in the state tax system, tax exemptions of 
San Francisco Bay Exposition and tax re- 
assessment following the 1933 earthquake, 
are to be deleted. 


Florida.—The regular session of the Ala- 
bama Legislature adjourned September 9, 
1949, and the Wisconsin Legislature on Sep- 
tember 13, 1949. The Florida Legislature, 
now in special session, is the only active 
state legislature. 


Kansas.—The Kansas Legislature in 1949 
provided an optional standard deduction of 
ten per cent of the adjusted gross income or 
$400, whichever is the lesser amount, which 
may be taken by individual taxpayers on 
returns for all taxable years commencing 
after December 31, 1948. The State Com- 
mission of Revenue and Taxation has de- 
fined adjusted gross income to mean “gross 
income less all expenses incurred in a trade 
or business.” 


Louisiana.—The Attorney General has 
ruled that a company maintaining an office 
in a city where orders are taken and then 
transmitted to a regional office for filling, 
and the merchandise ordered therein re- 
turned to the original office, where the cus- 
tomer then calls and picks up his merchan- 
dise, would be liable for city occupational 
license tax in the city where the orders were 
taken and the merchandise delivered to the 
customer. 


Recent Tax Decisions 


Nonbusiness Bad Debt.—The Tax Court 
held that a taxpayer to whom a corpora- 
tion, was indebted, where that taxpayer 
was a stockholder, could claim only a non- 
business bad debt under Code Section 23 
(k) (4), on the grounds that the debt was 
not evidenced by a security and the tax- 


payer was not engaged in business. (Straub, 
CCH Dec. 17,161.) 


Summer-School Expenses.—The Commis- 
sioner’s determination that the expenses 
incurred by the taxpayer (a school teacher) 
in attending summer school were not de- 
ductible as ordinary and necessary business 
expenses under Code Section 23 (a) (1) 
was sustained by the Tax Court. The 
evidence adduced by the taxpayer did not 
remove such expenses from the category 


of personal. (Hill, CCH Dec. 17,166.) 


Taxable Entity—Where a partnership, 
which was composed of the principal stock- 
holders of a corporation, purchased the 
corporate assets from an assignee for the 
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benefit of the corporation’s creditors, and sub- 
sequently sold the assets back to the cor- 
poration, the partnership was held to be a 
separate entity. The operating expenses of 
the partnership could not be deducted by 
the corporation. (Pernot Corporation, CCH 
Dec. 17,156 (M).) 


Family Partnership.—The Tax Court fol- 
lowed the rule of the Culbertson case and 
found that a valid family partnership existed 
in the chain-grocery business where it ap- 
peared that the wives were made partners 
to enhance the firm’s credit rating and 
that their proportionate share of earnings 
were not used for purposes of support. 
(Delchamps, CCH Dec. 17,160.) 


Reasonable Compensation. — When the 
Commissioner disallowed as unreasonable 
part of the salary paid to the sole stock- 
holder of a corporation which was engaged 
in prize-fight and wrestling promotion, and 
of which he was the secretary-treasurer and 
general manager, the Tax Court sustained 
him. The taxpayer offered no proof as to 
the specific activities for which the stock- 
holder was paid such a sum. (Haft, CCH 
Dec. 17,158 (M).) 


Accounting Error Corrected.—A corpo- 
rate taxpayer which manufactured wooden 
barrels for use in its operations erroneously 
carried the cost of the barrels in an in- 
ventory account and charged the cost of 
replacement annually to operations. In 
1943 war conversion required the abandon- 
ment of the barrels. The Tax Court had 
refused to allow the abandonment loss on 
the ground that an equivalent deduction 
was reflected in the increased operating 
when the original barrels were produced. 
The fact that the taxpayer, because of 
erroneous balancing entries, received no tax 
benefit during the year of original produc- 
tion could not be rectified by a deduction 
in the taxable year. The Tax Court’s decision 
was affirmed. (Mergott, 49-2 ustc § 9394, 
CA-3.) 


Foreign Tax Credit.—A taxpayer, doing 
business in both Great Britain and the 
United States, who subsequently received 
a refund on British excise and income taxes 
for 1940, was not entitled to an adjust- 
ment for the British income tax on such 
refunds when he recomputed his 1940 United 
States tax to reflect the diminished foreign 
tax credit. (Robertson, 49-2 ustc § 9393, 
CA-3.) 


Accounting Methods.—Whiere the Com- 
missioner had granted a contractor permis- 


(Continued on page 933) 


October, 1949 e TAXES—The Tax Magazine 





D=- 
nl 


ly 


of 
In 
n- 
ad 
on 
on 
ag 


of 
aX 
ic- 
on 
on 


04, 


ng 
he 
red 
ceS 
ich 
ted 
in 
93, 


m- 
lis- 


33) 


‘ine 





4 
; 
4 


peaperpereme sires acess se 


Te 


rare rN ws 2 va evs, 


New Attorney General . . . 


New Supreme Court Justice 


Washington Tax Talk 





Our Cover 


James Howard McGrath, whose picture 
appears on our cover this month, is the new 
Attorney General of the United States. He 
was appointed by President Truman to suc- 
ceed Tom C. Clark, who has recently suc- 
ceeded to the Supreme Court vacancy 
created by the death of Mr. Justice Murphy. 


Mr. McGrath, a native of Rhode Island, 
received his Ph. B. from Providence College 
in 1926 and his LL.B. from Boston Uni- 
versity in 1929. He is a member of the 
Rhode Island bar. 

From a beginning as City Solicitor for 
Central Falls, Rhode Island, in 1930, Mr. 
McGrath rapidly advanced to the position 
of United States District Attorney for 
Rhode Island in 1934 and to Governor of 
that state in 1940. He was subsequently 
twice re-elected to that office in 1942 and 
1944. He resigned in 1945 to become Solici- 
tor General of the United States. In 1946 
he accepted the nomination for United 
States Senator from Rhode Island, and was 
elected to that post in the same year. 


Congress 


“Tax Administration” Bill— The measure, 
identified as H. R. 5086, was approved on 
August 27 and becomes Public Law 271. 
The pertinent provisions of the law were 
mentioned in ‘Washington Tax Talk” in 
the September, 1949 issue of TAxEs—The 
Tax Magazine. The effect of the act, pro- 
viding as it does for the improvement of the 
functioning of the Bureau by decentraliza- 
tion, will, as time goes on, undoubtedly be 
felt. The speed with which the changes are 
effected is anyone’s guess, and will depend 
in a large measure upon the Bureau’s desire 
to convert. 


“Technical Changes” Bill—H. R. 5268 
passed the Senate on September,16, subject 
to certain amendments. In addition to over- 


Washington Tax Talk 


ruling the decision of the United States 
Supreme Court in Commissioner v. Church, 
49-1 ustc § 10,702, and limiting the applica- 
tion of the Court’s decision in Estate of 
Spiegel v. Commissioner, 49-1 ustc J 10,703, 
the amendments provide: 

(1) Where stock acquired by a testa- 
mentary trust between March 11, 1941, and 
July 1, 1945 (both dates exclusive), through a 
recapitalization exchange under state law 
is re-exchanged prior to January 1, 1950, 
for stock identical to that originally held, 
no gain or loss would be recognized on the 
exchange or re-exchange. 

(2) The list of tax-free transactions in 
Section 112 is enlarged to include the re- 
organization distribution, after August 1, 
1949, to a stockholder of a participant cor- 
poration, of stock in another corporation, 
a party to a reorganization, without sur- 
render of stock. 


(3) The percentage depletion provisions 
would be made applicable to tripoli, granite, 
marble, borax mines and deposits, sand, 
gravel, stone, calcium, magnesium carbonates 


- and all other nonmetallic clays and minerals. 


(4) The estates of those dying on or after 
December 7, 1941, and before January 1, 
1947, while members of the armed forces 
of the United States or of any of the United 
Nations, would be exempt from the addi- 
tional estate tax. 


Supreme Court 


New Appointment.—When newly ap- 
pointed Justice Sherman Minton takes his 
place on the Supreme Court for the fall 
term, he will be one of the few appointees 
with previous judicial experience and one 
of the very few with previous judicial ex- 
perience in tax cases. In his eight years 
on the Circuit Court of Appeals for the 
Seventh Circuit, he has heard seventy-nine 
of the approximately 155 tax cases before 
that court, and has written the court’s opin- 
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ion in twenty-nine. He affirmed the Tax 
Court six times and reversed it nine times. 
The District Court fared better, with nine 
affirmances and five reversals. 


Nineteen of his opinions were for the gov- 
ernment and ten were for the taxpayer. 
His batting average in the Supreme Court 
was extremely high, with five affirmances, 
one reversal and three denials of certiorari. 
The reversal was in John Kelley Company 
v. Commissioner, 46-1 ustc J 9133, 326 U. S. 
521, under the now-extinct Dobson doctrine. 


Probably his leading tax opinion is his 
very lucid explanation, in American Dental 
Company v. Commissioner, 42-1 ustc { 9475, 
128 F. (2d) 254, of the rule exempting from 
tax indebtedness forgiven for no considera- 
tion. He is also remembered as the author 
of the Circuit Court’s opinion in the now- 
celebrated Spiegel case. Other well-known 
decisions are Heininger v. Commissioner, 43-1 
ustc J 9287, 133 F. (2d) 567 (“To say that 
this expense is not ordinary and necessary 
is to say that that which gives life is not 
ordinary and necessary”), and Underwriters’ 
Laboratories, Inc. v. Commissioner, 43-1 ustc 
{ 9430, 135 F. (2d) 371, involving exemption 
under Section 101 (6) of the Code (“This 
does not sound like charity to us. If it is 
charity, it began at home”). 


Justice Minton’s direct Hoosier logic is 
a new factor to be reckoned with on the 
nation’s highest court. 


Certiorari—Certiorari has been applied 
for in the following cases: 


Eitel-McCullough, Inc. v. Commissioner 
(49-1 ustc J 9317).—Where a taxpayer filed 
a petition for review of a decision of the 
Tax: Court, but failed to file the designation 
provided for by Rule 75 (a) of the Federal 
Rules of Civil Procedure or to take other 
steps provided for in the same rule, as a 
result of which failure the record on review 
was not prepared and transmitted as re- 
quired by paragraph 2 of Rule 31 of the 
Rules of Practice of the Ninth Circuit, a 
motion to dismiss the petition for review 
was allowed. 


Himmerfarb et al. v. U. S. (49-1 ustc 
{ 9313).—The court sustained a conviction 
for income tax evasion where the taxpayers 
had failed to report “over-ceiling” payments 
received on the sale of meat and had falsified 
their business records. The fact that the 
indictment erroneously charged a false and 
fraudulent income tax and victory tax return 
filed for 1944, when in fact there was no 
victory tax in 1944, was not fatal, as the 
word “victory” was surplus and unnecessary 
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to the charge. There was sufficient evidence 
of willfulness to go to the jury, and the 
evidence that the taxpayers had received 
income over and above that reported was 
sufficient to sustain the conviction. 


Bridge Auto Renting Corporation et al. v. 
Pedrick et al. (49-1 ustc § 9266).—The re- 
ceipts from the leasing of trucks where the 
lease was accompanied by so-called payroll 
service agreements obligating the lessor to 
provide and pay drivers, subject to the ex- 
clusive control and direction of the lessee, 
who was to reimburse the lessor for wages 
and payroll taxes, were subject to the tax 
on the transportation of property because 
the lessor had in fact substantially per- 
formed all the functions of transporting the 
property of customers with whom it had 
payroll agreements. 


The Commissioner 


National Service Life Insurance Dividend. 
—The question has arisen as to whether the 
dividends to be paid by the Veterans’ Ad- 
ministration on National Service Life In- 
surance would be subject to the income 
tax. On September 3, the Commissioner 
advised all veterans that the dividends 
would not be taxable. He explained that 
the so-called dividends are in reality only 
adjustments of the premiums paid by vet- 
erans on their insurance, and, as such, do 
not constitute “income” under the tax laws. 
He advised, therefore, that veterans receiv- 
ing such dividends should not report them 
in their tax returns. 


Transportation Tax.—It recently has 
become the vogue, among those desiring to 
travel, to send money to ticket offices in 
foreign countries in order to avoid payment 
of the fifteen per cent tax on passenger 
tickets bought within the United States. 
The Commissioner announced on Septem- 
ber 2 that the tax applies to such trans- 
actions. The explanation, for the Commis- 
sioner’s position, is that the United States 
tax on the transportation of passengers ap- 
plies to “payments” made in the United 
States, and that such purchases from foreign 
ticket offices constitute “payment” in this 
country. 


Your Share in Government 


According to a report issued recently 
by the Bureau of the Census on govern- 
mental revenue in 1948, federal, state and 
local taxes for the year reached a record 


’ (Continued on page 934) 
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BASIS 


PROBLEMS 


BASIS IS A TAX-ROBED SPECTER HAUNTING DEVISEE, 
PURCHASER, OWNER, SELLER, DONOR AND DONEE 


By JOHN C. BUTON — — 


HE Internal Revenue Code tells us that 

the basis of a capital asset in the hands 
of a purchaser is its cost;’ in the hands of a 
devisee or legatee, it is its value at the for- 
mer owner’s death;? in the 1. -"ds of a donee, 
it is the donor’s basis.* According to court 
decisions and the Treasury Regulations, 
however, this is not necessarily so. Prop- 
erty may be acquired by reason of the death 
of the former owner and included in his 
estate for tax purposes, but the basis is its 
cost, not its value at the owner’s death. If 
property is inherited subject to a direction 
to sell to others at a specified price, its basis 
will be that price—neither its cost nor its 
value. Where property is purchased at a 
bargain by an employee or a stockholder, 
its basis may be in excess of its cost. Prop- 
erty may be acquired by purchase; but if any 





1Code Section 113 (a); Regulations 111, Sec- 
tion 29.113 (a)-2. Code Section 113 (b) provides 
for various adjustments in the original cost 
basis, principally relating to capital charges, 


depreciation, etc. Throughout this discussion - 


all references to ‘‘cost’’ assume that the adjust- 
ments have been or will be made. In other 
words, ‘‘cost’’ as used herein means ‘‘adjusted 
cost.”’ 

2 Code Section 113 (a) (5); Regulations 111, 
Section 29.113 (a) (5)-1.° The Code and the 
Regulations permit the basis of property so ac- 
quired to be its value at one year after the date 
of death if the executor chooses that date for 
valuation under Code Section 811 (j). 

* Code Section 113 (a) (2). This rule applies 
unless the gift was made after 1920 and the 
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Attorney, Columbia, South Carolina 


portion of the property has been lost or 
demolished, or if the consideration does not 
formally pass from the purchaser or to some- 
one on his behalf, its basis may be less than 
its cost. These three situations will be dis- 
cussed in more detail. 


Section 113 (a) (5) of the Code provides 
that the basis of property acquired by “be- 
quest, devise, or inheritance”* shall be, in- 
stead of cost, the market value of the property 
at the date of the former owner’s death.* 
It has been uniformly held, however, that 
property acquired by reason of the death of 
a co-tenant is not acquired by inheritance and 
therefore does not qualify for the basis of 
property so acquired. Since the federal es- 
tate tax does not limit its coverage to prop- 
erty in the estate of the decedent, it is 
immaterial that the property was also in- 
cluded in the taxable estate of the co-tenant.® 





property was sold for a loss, in which case its 
basis is its fair market value when the gift was 
made. 

* This section also applies in the case of prop- 
erty given away by revocable trusts where the 
grantor retains or may direct the payment of 
the income. While it is appropriate that such a 
trust should be excluded from the cost rule since 
it is ignored for the purpose of federal estate, 
gift and income taxes, other trusts similarly 
ignored should also be excluded. 

5 See footnote 2, swpra. 

6 Code Section 811 (e) includes specifically in 
“gross estate’’ the proportionate contribution 
of a decedent in any property which the deced- 
ent owned jointly and in which he had a right 
of survivorship. 
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The leading case on this question is Lang 
v. Commissioner,’ where property which the 
decedent owner jointly with his wife as an 
estate by the entirety was included in his 
gross estate in proportion to his contribu- 
tion. Nevertheless, it was held that the 
basis of such property remained the cost, 
even though the decedent had contributed 
all or most of the purchase price*® | 


In 1915, Mrs. Fannie E. Lang and her 
husband purchased a residence for $13,000. 
Mr. Lang contributed nine tenths of the 
cost, but they took title in their joint names 
as tenants by the entirety. When Mr. Lang 
died in 1924, the residence was worth $40,000, 
nine tenths of which amount was included 
in his estate for purposes of federal estate 
tax. The next year Mrs. Lang sold the 
residence for $40,000, its’ appraised value 
in Mr. Lang’s estate, and reported only one 
tenth of the taxable gain in her income tax 
return. The Commissioner of Internal Rev- 
enue, however, claimed that Mrs. Lang had 
not acquired the property by “bequest, de- 
vise, or inheritance,” and that there was no 
provision in the Internal Revenue Code for 
an increase in the basis over what the Langs 
had paid for the property in 1915. He there- 
fore asserted a deficiency and claimed that the 
entire gain should be reported for income 
tax purposes. 

In upholding the Commissioner, the Su- 
preme Court pointed out that in measuring 
gain, the “basis” is usually the cost unless 
the property came to the seller by “bequest, 
devise, or inheritance,” and that this is not 
true in the case of an estate by the entirety: 

“An estate by the entirety is held by the 
husband and wife in single ownership, by a 
single title. They do not take by moieties, 
but both and each take the whole estate, 
that is to say, the entirety. The tenancy 
results from the common law principle of 
marital unity; and is said to be sui generis. 
Upon the death of one of the tenants ‘the 
survivor does not take as a new acquisition, 
but under the original limitation, his estate 
being simply freed from participation by 
the other;...’ 1 Washburn, Real Property, 
6th Ed., Sec. 912. In the present case, there- 





™[3 ustc § 1008] 289 U. S. 109 (1933). 

8 Prior to the decision of the Supreme Court 
in Tyler v. U. S. [2 ustc 9 532], 281 U. S. 497 
€1930), there had been some question as to 
whether a decedent's interest in an estate by 
the entirety could constitutionally be included 
in the estate for purposes of the tax. In the 
Tyler case the Supreme Court held the contribu- 
tion to the purchase, by the decedent, properly 
includible in his estate for tax purposes, on the 
theory that the tax was levied not on the trans- 
fer of property but on the accession of an eco- 
nomic interest. 
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fore, when the husband died, the wife, in 
respect of this estate, did not succeed to 
anything. She simply continued, in virtue 
of the nature of the tenancy, to possess and 
own what she already had. Giving the 
words of the statute their natural and ordi- 
nary meaning, as must be done, it is obvious 
that nothing passed to her by bequest, de- 
vise, or inheritance.” 


Application of Section 113(a)(5) 


The Lang case represents a technical appli- 
cation of Section 113 (a) (5) of the Internal 
Revenue Code, but an application which has 
been uniformly followed. The decision is 
applied wherever property is owned jointly 
with a right of survivorship.’ 

In Wurlizer v. Helvering™ this technical 
application of Section 113 (a) (5) was ex- 
tended to gifts in contemplation of death. 
The taxpayer had acquired stock by gift 
from her mother seventeen days before the 
latter’s death. The stock was nevertheless 
included in the mother’s estate as having 
been given “in contemplation of death,” and 
estate taxes were paid thereon. Upon the 
subsequent sale of this stock by the daughter, 
she contended that as it had been included 
in her mother’s estate and subjected to the 
estate tax, its basis should be its value at 
her mother’s death. This contention was 
denied, however; it was held that she had 
acquired the donor’s basis, despite the fact 
that the stock was included in the donor’s 
estate for tax purposes. 

This result is also reached in the case of 
any gift in trust which is not revocable by 
the donor, and in which he does not retain 
the income or the right to direct payment 
of the income.” 

To obtain the basis of inherited property, 
the property itself must be acquired by be- 
quest, devise or inheritance; it is apparently 
insufficient that the right to purchase the 
property is bequeathed. 


Mack Case 


In Mack v. Commissioner™ the will of 


. Mack’s father directed that Mack should 


have the option to purchase from trustees 





® Helen G. Carpenter [CCH Dec. 7853], 27 BTA 
282; Kathryn M. Wood, BTA memo. op. (De- 
cember 10, 1932), vacating [CCH Dec. 7742] 26 
BTA 1028. 

10 [36-1 ustc { 9076] 81 F. 
1936). 

117, T. 2584, X-2 CB 171; Fay Trust “A’’ [CCH 
Dec. 11,315], 42 BTA 765. 

12 [45-1 ustc § 9201] 148 F. (2d) 62 (CCA-3, 
1945) ; cert. den. 326 U.S. 719. ’ 


(2d) 928 (CCA-6, 
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of the father’s estate certain shares of stock 
owned by the father for one half of the 
fair market value of the stock for the six 
months preceding his death. At the father’s 
death the stock was worth about $72 per 
share, but the average market price for the 
preceding six months was approximately 
$68 per share; consequently, Mack bought 
the stock for $34 per share. Upon its subse- 
quent sale, Mack claimed a basis of $72 per 
share. The Commissioner, the Tax Court 
and the Circuit Court of Appeals all denied 
this contention and held that Mack’s basis 
was $34 per share, or what he paid for the 
stock. While the Circuit Court conceded 
that if the question were one of first impres- 
sion, it would probably have decided other- 
wise, it felt itself bound by the Supreme 
Court’s decision in Helvering v. San Joaquin 
Fruit & Investment Company,” which held 
that the basis of property acquired by the 
exercise of an option was the option price 
(and not the much higher value on March 1, 
1913, when the income tax law was enacted, 
and when the option was also outstanding). 


If the father had specifically bequeathed 
the stock to Mack, its basis would have 
been its date-of-death value. Who could 
have gained by the father’s bequeathing 
Mack the right’ to buy the stock instead of 
bequeathing him the stock itself? Cer- 
tainly not the estate. An option to a son 
to purchase stock at one half of its market 
value could in no way affect the value of 
the stock for estate tax purposes.“ It cer- 
tainly could not benefit the son, as the basis 
of the stock in his hands could not be greater 
than its value in the father’s estate. 


If the transaction had taken a slightly 
different form, and the father had made to 
the son a specific bequest of the difference 
between the value of the stock and the 
price the son was required to pay, the 
court could not have refused to recognize 
a higher basis. Judge Murdock dissented 
on the ground that this, in effect, was what 
was done. 


The San Joaquin case would not seem, 
from this point, to be relevant, much less 
a binding precedent. There no bequest was 
involved; nor was a gift made, as the par- 
ties were dealing at arm’s length and the 
option price was quite in line with the 
market value of the property at the time 
of the option. The increased value of the 
land was due in large part to the installa- 
tion of an irrigation system by the company. 





13 [36-1 ustc | 9144] 297 U. S. 496 (1936). 
14 See footnotes 22 and 23, infra. 
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The decision in the Mack case would not 
be subject to criticism if Mack had been given 
the privilege to purchase the stock only in 
the event that the stock was offered for 
sale by the other beneficiaries or the legal 
representatives.of the decedent.” In such 
a case the valuable right to purchase the 
stock would come from the persons offer- 
ing the stock for sale—not from the father 
—since the right to purchase the stock was 
conditional upon its being offered for sale. 
The Tax Court, however, ignored this 
distinction. 


Value of Surrendered Bequest 


The Mack case also seems inconsistent with 
several decisions holding that the basis of 
property acquired from an estate by pur- 
chase or exchange is the value of the be- 
quest or legacy surrendered for the property 
acquired. 


Thus, in Commissioner v. Matheson™ the 
decedent had left his son, Hugh M. Mathe- 
son, a specific legacy of $500,000. Instead 
of taking this legacy in cash, the legatee 
agreed to take certain stocks, ‘which had a 
market value, on the date of the father’s 
death, of an amount equal to the legacy. At 
the time of distribution, however, the stock 
had declined in value. Upon the later sale 
of the stock by the son, the question arose 
as to whether the basis of the stock was the 
amount of the cash legacy or the value of the 
stock at the time of distribution. The court 
held that the stock, in view of the son’s 
agreement to accept it in full payment of the 
cash legacy, had been acquired by purchase 
and not by bequest, and that accordingly 
the basis for the stock was the amount of 
the cash legacy surrendered. . 


In Kenan v. Commissioner ™ the same result 
was reached where the executors were au- 
thorized to distribute in cash or in kind, as 
the bequest was in a dollar amount. It is 
immaterial whether the executors distribute 
to the legatees stock in lieu of cash proceeds 
of sale pursuant to authority, as in the Kenan 
case, or pursuant to an agreement between 
them and the heirs.” 


Thus, the basis of property acquired by 
a legatee is the value of the bequest, no 
matter what property was actually acquired. 
In the Mack case the bequest was the right 





13 Merrell v. Evans [1 ustc § 113], 8 F. (2d) 431 
(1925). 

16 [36-1 ustc { 9143] 82 F. (2d) 380 (CCA-5, 
1936). 

17 [40-2 ustc § 9635] 114 F. (2d) 217 (CCA-2, 
1940). 

13 Commissioner v. Brinckerhoff [48-1 ustc 
4 9296], 168 F. (2d) 436 (CCA-2, 1948). 
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to purchase stock at one half of its value; the 
value of this right was the difference be- 
tween the stock’s value and what had to be 
paid for it. This item of value was ignored. 
It could not have been overlooked, as was 
pointed out by the dissenting opinion. The 
value of a right to purchase stock at less 
than its market value is clearly recognized 
and taxed in other situations.” 


 Delone Case 


In the case of Helen S. Delone*® the Tax 
Court held that property which is inherited, 
but inherited subject to a direction to sell 
to others at a specified price, does not have 
the basis of its fair market value at the 
death. of the decedent, but has the basis of 
the specified sales price. Mrs. Delone had 
received, as a legatee from her husband’s 
estate, 2,544 shares of stock, which were 
included in his estate at a fair market value 
of $125 per share. Mrs. Delone, however, 
took the stock subject to a direction in the 
will to sell it to others for $100 per share. 
The Tax Court held that her basis for the 
stock was the $100 per share sales price 
and not the $125 per share estate tax value; 
that although the fair market value of the 
stock at the time she acquired it was $125 
per share, its value to her, as a legatee, was 
only $100 since she was compelled to sell 
it at that price. 


The decision can possibly be explained as 
illustrative of the principle that estate tax 
values are not necessarily conclusive for 
income tax purposes.” However, the fact 
is that if the sales price of the stock fixed 
in the will of Mr. Delone had been binding 
in fixing the estate tax values, the court 
would indirectly have accepted a principle 
which it has refused to accept—the principle 
that a testamentary option not binding on 
the owner of the property during his life- 
time would be effective in fixing a value 
for estate tax purposes.” If Mrs. Delone 





19 See ‘‘Bargain Purchases,”’ infra. 

20 [CCH Dec. 15,175] 6 TC 1188. 

21 When the basis of property transmitted at 
death is involved, the fair market value of such 
property for estate tax purposes is presumed to 
be the correct value for income tax purposes. 
This presumption, however, is not conclusive 
and may be rebutted. ‘‘The evidence that the 
appraisal [for estate tax] does not represent 
the fair market value should be convincing.’’ 
Larson Estate [CCH Dec. 13,943(M)], 3 TCM 
481. See also Stella H. McConnell [CCH Dec. 
8231], 29 BTA 32; Elizabeth G. Augustus [CCH 
Dec. 10,931], 40 BTA 1201. 

2 Claire G. Hoffman [CCH Dec. 13,638], 2 TC 
1160 (1943); Hstate of J. H. Matthews [CCH 
Dec. 13,822], 3 TC 525. 
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had been permitted to assert a basis of $125 
per share, she would have had a deductible 
loss of $25 per share and, to the extent that 
gain was available to permit use of this loss, 
the option price would have been effective 
in fixing a value.* 


Basis for Determining Losses 


It is often said loosely that when property 
is acquired by gift, the donee takes the basis 
of the donor. This is true for gains, but 
for the purpose of determining loss the 
market value at the time of the gift becomes 
the basis if it is lower than the donor’s cost 
basis.* For example, property that has a 
cost basis of $1,000 is the subject of a gift 
when its value is $900, and is subsequently 
sold by the donee for $800. The recog- 
nizable loss is only the difference between 
$900 and $800, or $100. If the property is 
sold by the donee for $900 or for $1,000, 
there will be, in neither case, any gain or 
loss; on the other hand, if the property is 
sold by the donee for $1,100, the gain will 
be $100 and not $200. 


Bargain Purchases 


A most perplexing question in the deter- 
mination of basis of property arises when 
an employee or a stockholder purchases or 
receives an option to purchase stock or 
other property for less than its actual mar- 
ket value. Should the basis of such property 
be its cost, its value or its cost increased 
by so much of the difference between its 
cost and its fair market value as is included 
in the employee’s or stockholder’s taxable 
income? If the right to purchase the prop- 
erty is given by option, is the vaue of the option 
to be considered in determining the basis? 


There can now be no doubt that when an 
employee acquires property at less than its 
actual market value, the difference between 
the amount the employee pays and the value 
of the property when he acquires it is con- 
sidered compensation and is taxable income. 
Where the property is acquired by a stock- 
holder, the difference is taxable income only 
if it is a “dividend.” But these rules are 
not necessarily determinative as to the basis 
of property so acquired. The Code itself 
is silent on these questions, but the Treasury 
says that the basis of property so acquired 
shall exceed the amount paid by the em- 
ployee or stockholder only if such excess 





23 Gutkin and Beck, ‘‘Restrictive Stock Agree- 
ments and Estate Tax Minimization,’’ TAxEs— 
The Tax Magazine, May, 1947, p. 413. 

24 Code Section 113 (a) (2). 
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was reported as taxable income. Regula- 
tions 111, Section 29.22 (a)-1, provide: 


“If property is transferred by a corpora- 
tion to a shareholder, for an amount less 
than its fair market value, regardless of 
whether the transfer is in the form of a 
sale or exchange, such shareholder shall 
include in gross income the difference be- 
tween the amount paid for the property and 
the amount of its fair market value to the 
extent that such difference is in the nature 
of a distribution of earnings or profits tax- 
able as a dividend. In computing the gain 
or loss from the subsequent sale of such 
property its basis shall be the amount paid 
for the property, increased by the amount 
of such difference included in gross income. ... 


“If property is transferred by an em- 
ployer to an employee for an amount less 
than its fair market value, regardless of 
whether the transfer is in the form of a sale 
or exchange, the difference between the 
amount paid for the property and the amount 
of its fair market value is in the nature of 
compensation and shall be included in the 
gross income of the employee. In com- 
puting the gain or loss from the subsequent 
sale of such property its basis shall be the 
amount paid for the property, increased by 
the amount of such difference included in 
gross income.” 


Insofar as employees are concerned, the 
Bureau is fortified by the Supreme Court 
decision in Commissioner v. Smith and by 
the decision of the Ninth Circuit in Van Dusen 
v. Commissioner in stating that the differ- 
ence between the amount the employee pays 
for the property and the amount of its fair 
market value when he acquires it is taxable 
income to the employee. The courts appar- 
ently assumed that the difference was in- 
tended as compensation. 


But in stating that the basis of such prop- 
erty shall be the amount paid, increased by 
the amount of the difference between its 
cost and its value included in the employee’s 
gross income, the Bureau has no Supreme 
Court decision upon which to rely. Before 
the Smith decision and the subsequent change 
in the Regulations” making the difference 
income in every case of an employee, 
some lower federal courts had held that 
where the employee did not report such 





% (45-1 ustc { 9187] 324 U. S. 177 (1945). 

% [48-1 ustc ] 9214] 166 F. (2d) 648 (1948). 

27 Prior to 1946 the Regulations applied to 
employees only if the excess value over cost was 
intended as compensation, and thus left room 
for a bona fide sale or a gift. Under the Regula- 
tions as amended by T. D. 5507, 1946-1 CB 18, 
all bargain sales are treated as compensation. 
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difference as income, he was estopped from 
claiming a higher basis than his actual 
cost.* But where the failure to include the 
difference in income upon acquisition of the 
stock is due to “an innocent mistake. of 
law,” the courts have not been disposed to 
allow the Bureau to assert the basis of the 
employee’s actual cost.” Nor have they 
been disposed to allow the Commissioner 
to assert the lower basis when the question 
arises on an additional assessment against 
the taxpayer, rather than on a refund claim 
by him.” 


Removal of Uncertainty 


However, in most of the cases in which 
the government was not allowed to invoke 
the doctrine of estoppel, or in which, for 
any reason, the taxpayer was permitted to 
assert a value rather than a cost basis, there 
was uncertainty as to whether the excess 
of value over cost was income to the tax- 
payer—as that depended, in the case of a 
shareholder, on whether the excess was a 
“dividend” ™ and, in the case of an employee, 
prior to the Smith case, on whether the excess 
was intended as compensation.” Now, as 





3% Commissioner v. Farren [36-1 ustc { 9095], 
82 F. (2d) 141 (CCA-10, 1936). In Larkin v. 
U. 8. [35-2 ustc { 9549], 78 F. (2d) 951 (CCA-8, 
1935), the court did not invoke the doctrine of 
estoppel, but nevertheless held that the tax- 
payer could not claim a higher basis for stock 
purchased by him from the employer than his 
actual cost, on the ground that he had not in- 
cluded in his income for the year in which the 
stock was acquired the excess of value over cost. 
See also Hawke v. Commissioner [40-1 vustc 
f 9281], 109 F. (2d) 946 (CCA-9, 1940), which 
held that the doctrine of estoppel could not be 
invoked where there was no deliberate misrep- 
resentation or intent to mislead the Commis- 
sioner. There it was held that stock purchased 
by an employee on one occasion was additional 
compensation, but that the stock purchased on 
another occasion was not intended as compen- 
sation but as a bona fide sale. 

2 Salvage v. Commissioner [35-1 ustc {J 9228], 
76 F. (2d) 112 (CCA-2, 1935), aff’d [36-1 ustc 
{ 9064] 297 U. S. 106 (1936); William T. Biven 
[CCH Dec. 6595], 21 BTA 1051. 

30 Bennet v. Helvering [43-2 ustc { 9529], 137 
F. (2d) 537 (CCA-2, 1943). 

%In Taplin v. Commissioner [2 ustc { 549], 
41 F. (2d) 454 (CCA-6, 1930), and in Palmer v. 
Commissioner [37-2 ustc { 9532], 302 U. S. 63 
(1937), it was held that the sale was a bona fide 
one, despite the shareholder-corporation rela- 
tionship and the fact that the stock was sold 
for less than its actual value. 

32 See, e.g., Robinson v. Commissioner [3 ustc 
{ 971], 59 F. (2d) 1008 (CCA-6, 1932), where the 
court held that the basis was the fair market 
value of the property when it was acquired by 
the employee, regardless of whether the excess 
of value over cost was considered as a gift or 
as compensation. In Smith v. Russell [35-1 ustc 
9216], 76 F. (2d) 91 (CCA-8, 1935), the price 


(Footnote 32 continued on page 880) 
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far as an employee is concerned, there can be 
no uncertainty on that question; the excess 
is always income to the employee. Its in- 
clusion in basis, therefore, will probably 
depend entirely upon its inclusion in the 
employee’s income. In other words, as to 
both stockholder and employee, the Regu- 
lations will undoubtedly be upheld and 
applied wherever there are not strong, equi- 
table reasons against it. 


If the right to purchase the stock or other 
property is given to the employee or the 
stockholder by option, and if the option has 
some value when it is issued, should that 
value also be included in income? Such an 
option is not likely to be given a stockholder, 
who is more likely to be given rights to 
subscribe for additional shares; but it is a 
probable situation in the case of an em- 
ployee. The Smith decision seems to have 
been based on the ostensible fact that the 
option had no value when it was given to 
Mr. Smith. However, it,is quite clear that 
the decision would not have been otherwise 
even if the option had had value. The 
philosophy of the case is that where an 
employee is allowed to buy $10,000 worth 
of property for $5,000, he should be com- 
pelled to pay income tax on the $5,000 theo- 
retical profit, just as if $5,000 in cash had 
been paid to him. Whether the tax should 
be imposed when the option is granted or 
when it is exercised, or in part on each 
occasion, seems immaterial. The Supreme 
Court did say, however: 


“It of course does not follow that in other 
circumstances not here present the option 
itself, rather than the proceeds of its exer- 
cise, could not be found to be the only in- 
tended compensation.” 


While it might be argued from this lan- 
guage that compensation could not have 
been intended by the option itself as well as 
its exercise, the Court could not have in- 
tended to imply that such might be the case. 
Whether compensation was intended by the 
granting of the option itself, as well as by 
its exercise, is a question of fact—not one 
of law.” From a moral as well as an eco- 
nomic point of view, there can be no justi- 





(Footnote 32 continued) 


paid was held to be the basis in the absence 
of evidence by the employee that his services 
were worth additional compensation. In Hawke 
v. Commissioner, supra, footnote 28, it was 
held that the doctrine of estoppel could not be 
invoked where there was no misrepresentation 
or intent to deceive the collector. 

3% It could hardly be seriously argued now 
that a matter of intent is a question of law and 
not of fact. See the dissenting opinion in Bo- 
gardus v. Commissioner [37-2 ustc { 9534], 302 
U.S. 34 (1937). 
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fication in considering the option and the 
profit realized from its exercise as mutually 
exclusive. 


Exercise of Option 


As a matter of fact, when prices are rising, 
or when the employment of a top executive 
is expected to and does cause the stock of 
a particular company to rise, the substan- 
tial profit might be realized only when the 
option is exercised. In such cases the op- 
tion, when it is granted, presumably would 
have little, if any, value. On the other 
hand, if the option is intended more as an 
inducement of employment, then, regardless 
of whether the price of the stock of the 
company rises or:declines, the option itself 
might have a substantial value when given. 
Since income may be in the form of prop- 
erty as well as in the form of cash,” there 
is no reason to doubt that the option, where 
it has a value when it is given, should be 
included in taxable income. If the option 
is not exercised and is sold, surrendered 
or canceled, its basis will presumably be 
its value at the time it was issued. If it 
is surrendered or canceled, this should be 
done formally, so that a loss can be claimed. 


If, on the other hand, the option should 
be exercised, the property acquired thereby 
would have the basis of (a) the value of 
the option when it was granted; (b) the 
price paid for the property upon the exer- 
cise of the option; and (c) the difference 
between the cost, including the value of the 
option thereby extinguished, and the fair 
market value of the property acquired. In 
the San Joaquin Fruit & Investment Com- 
pany case, supra, the costs of the improve- 
ments made by the company to the option 
property, which it had under lease, were 
added to its option price in determining its 
cost basis. In Commissioner v. F. P. E. Note- 
holders Corporation®™ the cost of an unused 
redemption right was includible in the basis 
of the property acquired at a sale where 
ownership of the redemption right, though 
it was not used for the purchase, qualified 
the owner to buy the property at the sale. 


It is entirely conceivable that the value 
of the option when it was granted, together 
with the amount to be paid for the property 
upon its exercise, will exceed the fair mar- 
ket value of the property acquired. This 
will always be the case where the fair mar- 
ket value of the property when the option 
is granted exceeds its fair market value 





31 Regulations 111, Section 29.22 (a)-1. 
% [46-2 ustc 9390] 157 F. (2d) 982 (CCA-6, 
1946). 
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when the option is exercised. If, for ex- 
ample, an employee has the option to pur- 
chase property then worth $2,000 for $1,000, 
the option would have been included in 
income when it was granted at a value of 
$1,000. When the option is exercised, the 
property is worth only $1,800 but the basis 
will be $2,000. It might be contended that 
the taxpayer is entitled to claim a loss of 
$200 upon the exercise of the option—that 
is, the Smith case should work in reverse. 
Such an argument, however, would prob- 
ably not be acceptable, as a loss is not recog- 
nized until it is actually realized upon 
disposition of the property so acquired.™ 


Section 3801(b)(5) 


If there is any doubt as to what basis 
should be claimed for property acquired by 
a shareholder or an employee, the question 
should be decided only after consideration 
of Section 3801 (b) of the Internal Revenue 
Code. Subsection (5) of that section pro- 
vides that if, upon the disposition of any 
property so acquired, a determination of the 
basis of such property involves the inclusion 
of an item of income previously omitted, and 
the statute of limitations bars an additional 
assessment, the tax return for the year in 
which the property was acquired may nev- 
ertheless be reopened in order to make an 
adjustment for the omitted item of income.” 


The Regulations under that section ® give 
an example of stock acquired in 1936 by an 
employee, without cost to him, which then 
had a fair. market value of $10,000. In 1942 
he sold the stock for $15,000 and reported 
only $5,000 gain, upon the theory that the 
basis should be the fair market value of the 
stock when it was acquired by him. The 
Tax Court upheld his claim that the basis 
for the stock was $10,000, but under Section 
3801 (b) (5) the Commissioner was permit- 
ted to reopen his 1936 return and make an 
adjustment for the omitted $10,000 in income. 





36 See Magill, Taxable Income (1945), p. 119, 
footnote 132. 

% Code Section 3801 (b): ‘‘When a determina- 
tion under the income tax laws— 


““(5) Determines the basis .. . for gain or 
loss on a sale or exchange, and in respect of 
any transaction upon omission from gross in- 
come ... and, on the date the determination 
becomes final, correction of the effect of the 
error is prevented by the operation (whether 
before, on or after May 28, 1938) of any pro- 
vision of the internal-revenue laws other than 
this section and other than section 3761 (relating 
to compromises), then the effect of the error 
shall be corrected by an adjustment made under 
this section.”’ 

88 Regulations 111, Section 29.3801 (b). 


Basis Problems 








The adjustment in income reported for 
the earlier year permitted by Section 3801 
applies to any property acquired by reason 
of a taxable transfer and not reported as 
such—for example, the failure to include the 
value of property received by reason of a 
corporate liquidation,” or the erroneous 
treatment of a reorganization as nontaxable.” 


Purchased Property 
Without Cost Basis 


Although the Code provides that the ba- 
sis of purchased property shall be its cost, 
nevertheless, if the cost (or any portion) is 
not technically attributable to the particular 
property disposed of, the Commissioner may 
not accept such cost as a part of the basis 
of the property. Thus, in U. S. v. Rogers 
it was held that the basis of residential prop- 
erty could not include the cost of a house 
previously demolished. In Paul Legalett* 
it was held that the basis of a partnership 
interest acquired by the surviving partner 
pursuant to a survivor-purchase agreement 
could not include the proceeds of an insur- 
ance policy paid to the widow of the deceased 
partner where the insurance had been taken 
out and the premiums had been paid by the 
partnership, even though the proceeds were 
intended as partial payment for the partner- 
ship interest. 


In the Rogers case, Will Rogers had pur- 
chased a residence in 1920 for $55,000. Sub- 
sequent improvements raised the total cost 
to $126,810.75. In 1929 it was discovered 
that termite damage had rendered occupancy 
of the house dangerous, and in the next year 
the house was demolished. The loss on the 
demolition was not deductible. The site was 
sold for $150,000. In reporting the gain on 
the sale, the taxpayer claimed a basis of 
$126,810.75. The Commissioner and the court 
refused to accept this basis, on the ground 
that it included a house which had been 
demolished. The court said: 


“The gain, according to Section 111 (a) is 
the excess of the amount realized over the 
basis provided in Section 113. The latter 
section says such basis is ‘the cost of such 
property’. What property? It is the prop- 
erty sold. What property was sold? It was 
a parcel of land with certain improvements, 





3° Alamo National Bank of San Antonio v. 
Commissioner [38-1 ustc { 9219], 95 F. (2d) 622 
(CCA-5, 1938); cert. den. 304 U. S. 577. 

49 Commissioner v, American Light and Trac- 
tion Company [42-1 ustc {| 9233], 125 F. (2d) 365 
(CCA-7, 1942). 

41 [41-1 ustc § 9442] 120 F. (2d) 244 (CCA-9, 
1941). 

42 [CCH Dec. 10,995] 41 BTA 294 (1940). 
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but without a house. The cost of such prop- 
erty is the amount fixed by the Commissioner, 
and we think that determination is right.” 


This decision is not logically consistent 
with other decisions of the Circuit Courts. 
If a building is demolished for the purpose 
of erecting a new structure, there is a single 
continuing investment, and the cost of both 
the old and the new building is considered 
the cost basis to the seller.“ Where a build- 
ing is demolished with the intent of erecting 
a new buiiding, the loss on demolition is a 
capital expense, which must be added to the 
cost basis of the property and may not be de- 
ducted as a loss.“ Where a taxpayer had 
acquired a right to redeem property, but did 
not exercise this right and acquired the 
property at a later sale, the cost of the right 
of redemption, even though not exercised, 
was permitted to be added to the cost in 
determining the cost basis.“ 


Legalett Case 


In the Legalett case two partners in the 
leather-tanning business entered into a sur- 
vivor-purchase agreement and had the part- 
nership take out and pay premiums on 
insurance on each of their lives. The bene- 
ficiary of each policy was the wife of the 
insured. The survivor-purchase agreement 
provided that the partner first dying agreed 
“to accept $25,000 [the life insurance pro- 
ceeds]... as first payment on the deceased 
partner’s interest.” Legalett’s partner died 
shortly after the agreement was made, and 
the insurance company paid $25,000 to his 
widow. Legalett then paid her the remain- 
ing value of the partner’s interest as fixed 





4% Commissioner Vv. Appleby Estate [41-2 ustc 
§{ 9773], 123 F. (2d) 700 (CCA-2, 1941). 

44 Providence Journal Company v. Broderick 
[39-2 ustc J 9563], 104 F. (2d) 614 (CCA-1, 1939). 

45 Commissioner v. F.P.E. Noteholders Cor- 
poration, supra, footnote 35. 
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in the survivor-purchase agreement. His 
cost basis for the interest so acquired was 
held not to include the insurance proceeds. 
The Board of Tax Appeals reasoned that 
the insured partner himself had taken out 
the insurance, as the partnership had done 
so, and that the proceeds were paid to his 
widow and not to Legalett. 


Obviously the insurance proceeds were 
intended as part consideration for the part- 
nership interest of the insured. However, 
if the Board had wished to depart from the 
actual intent of the parties, it should, logi- 
cally, have credited Legalett with that por- 
tion of the proceeds attributable to the portion 
of the premiums he had paid through the firm. 


Conclusion 


The fact that a capital asset is included 
in the estate of a former owner and that 
federal estate taxes were paid thereon does 
not mean that the property will thereafter 
have the basis of its estate tax value. Prop- 
erty owned by reason of survivorship retains 
the basis of its cost; gifts, although taxed 
in an estate, retain the basis of gift prop- 
erty; property which is inherited but which 
must be sold at a stated price, or which an 
heir may purchase at a below-value price, 
has the basis of the price specified. 


If a stockholder or an employee purchases 
property at a bargain price from the cor- 
poration or the employer, the basis of that 
property will not be the cost, but will be the 
cost increased by the taxable income re- 
ported by reason of the bargain purchase. 


Even where property is purchased at its 
actual value, its basis will not be its cost if 
any portion of the property purchased has 
been lost or demolished, or if the considera- 
tion did not come from the taxpaver or from 
someone acting on his behalf. [The End] 
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Why Stock Dividends Are Declared 


By ROBERT E. ZANG and GEORGE C. THOMPSON 


HERE ARE THE RESULTS OF A SURVEY TO DISCOVER THE ROLE TAX 
CONSIDERATIONS PLAY IN THE FORMULATION OF A DIVIDEND POLICY 





rN HE POSTWAR RE-EMERGENCE of 

stock dividends as a frequently used 
device of corporate finance has recently 
centered considerable attention of business 
circles on the availability and effectiveness 
of a stock dividend policy and the legitimate 
pyrposes for which it may be employed. 
Particularly in the light of changed federal 
tax treatment of distributions in stock of 
the distributing corporation, speculation has 
arisen as to the degree to which tax con- 
siderations may be determinative of the 
choice of a stock dividend policy. 

To attempt to find answers to these and 
other questions, a team of workers from 
the Columbia University Schools of Law 
and Business joint graduate seminar on 
the effects of taxation on business policy 
undertook a project of interviewing and 
circularizing officials of listed corporations 
of the New York Stock and Curb Ex- 
changes to find the policy considerations 
which determined the choice of dividend 
policy. Questionnaires were prepared and 
sent to virtually every corporation listed 
by these exchanges which has paid a stock 
dividend in the years 1945-1948 (inclusive). 
In many cases personal follow-up interviews 
were arranged with officials who had 
participated in making the decision to pay 
stock dividends. 

The primary purpose of our inquiry was 
to determine whether and when stock and 
cash dividends were considered by corporate 
management as alternative dividend policies 
and, if such dividends were ever so con- 
sidered, to what degree tax factors were 
determinative of the choice. In addition, 
interviews were arranged with security 
analysts, investment counselors, investment 


bankers, members of boards of directors 
and representatives of trust companies to 
determine the attitudes of the various groups 
of stockholders and financiers toward the 
question of stock dividends, and to guard 
the result of our survey against any errors 
which might arise from answers to our 
questionnaire by officials more inclined to 
justify than to explain their choice of 
dividend policy. 

We found the initiation of our investiga- 
tion very well received by the groups of 
businessmen affected. Many indicated in 
their replies that while the question fre- 
quently arose in business discussions, very 
little information existed apart from con- 
jecture and speculation and practically no 
independent consideration had been given 
to the nonlegal questions involved in stock 
distributions. It is our hope that the result 
of our study may serve to fill some of 
the many gaps in our present knowledge 
of this problem. 


Present Tax Treatment 


First, what is a stock dividend, and what 
are its tax consequences? From an analyti- 
cal and accounting point of view, a stock 
dividend is a mere capitalization of surplus, 
a formal transfer of the amount represented 
by the dividend from a surplus account 
to a legal capital account. It differs from 


other related adjustments of capital and 
surplus accounts in that the transfer is 
evidenced to the stockholder by an issue 
of new shares in proportion to former hold- 
ings. Accountingwise, this is the only effect 
But marketwise the effect 


of the transfer. 






Mr. Thompson is lecturer in accounting at Columbia University School of Business 
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may be different, as will be explained later. 
For the present, suffice it to note that the 
stockholder receives only additional dividend 
shares to represent the same aggregate book 
value of his holdings. 


What are the tax consequences? At the 
present time the Treasury defines its test 
in terms of a change in any of the stock- 
holder’s rights. Thus, if the distribution 
is in a different class of stock, or carries 
with it different voting rights or rights in 
liquidation, the market value of the dividend 
shares will be treated and taxed as ordinary 
current income. If, however, as is now 
usually the case, the distribution is in the 
same class (for example, common stock 
on common stock) and effects no change 
in the voting rights or preferences of the 
shares, the distribution will not be treated 
as current income, but will be tax free in 
the year of receipt. When either the dividend 
shares or the parent shares are later dis- 
posed of, however, an allocation of the cost 
basis of the parent shares will be made 
between parent and. dividend shares, and 
the excess over the cost as thus determined 
will be considered a capital gain. Since 
a dividend share will take the date basis 
of the parent shares for purposes of 
determining whether the capital transaction 
is a long-term or a short-term transaction, 
in the normal case the gain, if any, will 
be a long-term gain subject to the rule that 
only fifty per cent of the computed gain 
need be included, and that in no event is 
the amount of the tax attributable to such 
gains to exceed twenty-five per cent of the 
computed gain. It is argued, therefore, 
that it is theoretically possible to effect 
a distribution of current earnings to share- 
holders which may be quickly disposed of, 
the gain thereon to be taxed under the 
preferential capital gains treatment, whereas 
the entire amount of the same distribution 
made in cash would be considered and taxed 
as ordinary income. One of the chief mat- 
ters to which our attention was directed, 
therefore, was the evidence, if any, that 
stock dividends were being used for such 
purposes and the opportunities for abuse 
or tax avoidance which might be afforded 
by that practice. 

The answers we received from individual 
firms we are obligated to treat as con- 
fidential; but our tabulated results and the 
gist of our conversations with numerous 
business leaders are reported here, along 
with our analysis and conclusions on the 


relative strength of the competing claims. 


of tax and business motivations in the 
choice of dividend policy. 


Analysis of Companies 
Paying Dividends 


Some ninety-five different companies listed 
on the New York Stock and Curb Ex- 
changes paid a stock dividend (common 
on common) during the four-year period 
considered. A _ statistical breakdown by 
years follows: 


1945 20 stock dividends 


1946 23 
1947 24 
1948 59 


126 stock dividends by 95 companies 


A tabulation of the frequency of repeti- 
tion stock dividend payments for these 
companies reveals: 


71 companies paying a dividend in one 
of the four years 

19 companies paying a dividend in two 
of the four years y 

3 companies paying a dividend in three 
of the four years 

2 companies paying a dividend in each 
of the four years 


95 companies paying 126 stock dividends 


The fifty-nine companies paying a stock 
dividend in 1948 represent a significant 
threefold increase over the 1947 number. 
Especially interesting is the relative infre- 
quency of recurring stock dividends. This 
leads to the suggestion that a concurrence 
of a particular set of underlying factors 
operates to stimulate the usage of stock 
dividends. 


An analysis of companies paying stock 
dividends is not particularly revealing since 
the use of such dividends has been common 
in firms of almost all industries, with the 
notable exception of the public utilities and 
railroads. It was discovered, however, that 
manufacturing concerns paid more stock 
dividends than did food processing, mining 
or agricultural firms. 


Economic and Financial Factors 


The importance of the timing of the 
stock dividend is strikingly shown by the 
fact that seventy-one of the ninety-five com- 
panies distributed stock dividends in only 
one of the four years studied. Seemingly, 
the conditions within a firm which called 
for the distribution of a stock dividend 
were (1) a year of peak earnings and/or 
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(2) peak capital expenditures. This point 
was confirmed in our study of corporate 
financial statements and our discussions 
with corporate officials. The treasurer of 
one company wrote us: 


“We paid the stock dividend in the one 
year because our earnings were high and 
we felt the stockholder was entitled to 
more of a distribution than was repre- 
sented by the cash dividend; but on the 
other hand our cash requirements were so 
large that we felt it inadvisable to disburse 
any additional cash dividend.” 

This statement, typical of many corporate 
comments sent us, clearly shows the time 
relationship of a stock dividend and the 
coincidence of peak earnings and short-cash 
position created by plant expenditures, in- 
creased investment in inventories and ac- 
counts receivable. The general rise in prices 
has further accentuated cash absorption. 


Postwar economic conditions, in addi- 
tion to causing a cash shortage for many 
companies, created a desire in many firms 
to retain a substantial cash reserve because 
of a general apprehension of future economic 
trends. Such a policy of cash retention 
favors the use of stock dividends to supple- 
ment cash disbursements. To illustrate the 
point again, manufacturing concerns have 
tried as far as possible to avoid funded 
debt, by expanding from within, using short- 
term loans to meet current working capital 
requirements. 


But why distribute stock dividends at 
all? A company might pay simply what- 
ever cash disbursement was permitted by its 
cash position and forego the stock supple- 
ment. Many companies, however, expressed 
their belief in the basic wisdom of evidencing 
plant expansion by stock. Since these earn- 
ings have been permanently committed to 
fixed assets, such companies urge that they 
should now be reflected in the capital stock 
account to indicate that they are no longer 
available for cash dividends. Such a trans- 
fer could be made to the legal capital 
account without the issuance of a stock 
dividend, But the view of corporate man- 
agement in this respect was expressed by 
one official as follows: 

“The stock dividends declared in each 
of these vears were considered as a supple- 
ment to the cash payments in order to 
give the stockholders some tangible evidence 
of at least a part of the retained earnings.” 
(Italics added.) 

This seems to stress the psychological 
factor. Though the stock dividend, analyti- 
cally, does not add to the stockholder’s 


Stock Dividends 


interest, there is a feeling that the share- 
holder is getting “something” more. Many 
companies themselves seem not clear as to 
the nature of this “something.” 

Another reason for the desire to increase 
the amount of stock outstanding is to achieve 
“a broader base of distribution” when ex- 
isting shares are too closely held. The 
success of a stock dividend in accomplish- 
ing this depends on whether the average 
stockholder will sell his dividend shares. 
Since the effect of a stock dividend is to 
capitalize surplus and to evidence this by 
an increased number of shares outstanding, 
a problem is encountered in maintaining 
the former dividend rate on the increased 
number of shares. 

The cost of issuing a stock dividend, 
we found, is too insignificant a factor to 
act as a deterrent of material consequence. 

The effect of a stock dividend on the 
security market is, however, an important 
consideration. A large corporation replied: 

“Our experience seems to indicate that 
the per share value of a stock does not 
permanently suffer the full proportionate 
decrease in its interest following the pay- 
ment of a small stock dividend. To the 
extent that this is so, the aggregate value 
of the greater number of shares outstanding, 
after payment of a small stock dividend, 
will be greater than the aggregate value 
of the shares outstanding prior to such 
payment.” 

This view means essentially that a stock- 
holder may sell his dividend shares and yet 
have his original shares undiluted in market 
value. This statement, whether or not it 
is true (and this seems a matter of con- 
siderable dispute), is important because it 
indicates a point of view as to the effect of 
stock dividends which influences the think- 
ing of many companies. 

Of special interest is whether or not 
shareholders retain their dividend shares. 
Our replies indicate in general that a ma- 
jority of stockholders do not sell their 
dividend shares. Our conclusion is based 
on studies made by the companies them- 
selves or by their transfer agents. Moreover, 
in most cases “fractional shares are bought 
to round out a fractional share dividend.” 
Thus, in the usual or general situation, not 
over ten or fifteen per cent of the dividend 
shares is sold. 


Tax Consequences 


A possible tax consequence to a corpora- 
tion pursuing a policy of substituting stock 
for cash dividends over a period of time 
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is the threat of liability for the penalty tax 
imposed under Code Section 102 on im- 
properly accumulated surplus. The results 
of our survey indicate in general that the 
listed corporations have not been particularly 
concerned with liability under this section 
since their increased investment in plant, 
inventory and receivables under present 
Treasury policy affords ample justification 
for the retention of surplus. Thus, Section 
102 is not a material consideration. 


Our next problem was to discover whether 
the preferential tax treatment which share- 
holders might avail themselves of con- 
stituted any part of the motivation of 
the corporation in issuing stock dividends. 
Again, our replies are virtually unanimous 
to the effect that no such consideration 
determined the choice of stock dividend 
policy. While the scope of our investigation 
was limited to listed companies, at several 
points we were made aware of the fact 
that such motivations might influence the 
choice of dividend policy of smaller or 
closely held family corporations, in which 
the tax interests of a few large shareholders 
might predominate. Moreover, the evidence 
we have on the number of shareholders 
who avail themselves of the capital gains 
treatment by disposing of their shares in- 
dicates that the practice is not widespread, 
and that shareholders tend to regard divi- 
dend shares as capital rather than as income. 


Furthermore, the suggestion that stock 
dividends constitute a potential method of 
tax avoidance rests on an entire miscon- 
ception. Nothing more can be effected 
taxwise by the sale of dividend shares than 
could be effected by the same number of 






ATTENTION, NEW YORK TAXPAYERS! 


Although it had been earlier ruled (I. T. 3527) that for federal income tax 

















original shares. If there is a danger of 
shareholders’ realizing corporate earnings 
by disposing of a portion of their invest- 
ment in the corporation, it is a danger 
inherent in the entire scheme of capital 
gains taxation, and is not uniquely con- 
fined to the tax treatment of stock dividends. 

The corporation itself gains no tax ad- 
vantages by distributing a stock dividend 
in place of cash. 


Conclusion 
The single conclusion of our study in- 
dicates that the policy factors which 


determine dividend policy are basically 
economic, and are not related to attempts 
to attain preferential tax treatment. The 
peculiar situation which many American 
firms faced in the postwar period, when 
their investments in plant and their working 
capital requirements for inventories and 
receivables were vastly increased over their 
prewar level, seems to be the explanation 
for the frequent resort to stock dividends 
during the last four-year period. The stock 
dividend has enabled these corporations to 
adjust their investment requirements to their 
needs for cash and for satisfying their share- 
holders’ just expectation of some form of 
dividend distribution. The device has clearly 
not been abused. It is our conclusion that 
as the temporary postwar conditions which 
caused the increase in the number of stock 
dividends disappear, the number of such 
distributions will correspondingly decrease. 


[The End] 


purposes,.New York City real estate taxes accrue, at the time when, under the 
charter of the City of New York, the real property assessment rolls are delivered 
to the collecting officer with warrants attached authorizing the collection of taxes 
—which ruling had the support of Circuit Court decisions—the Chief Counsel, 
recently, had reason to recommend the revoking of such a ruling. 


On the basis of Adda, Inc. v. Commissioner, 49-1 ustc J 9134, where the Court 
of Appeals for the Second Circuit affirmed the Tax Court, and Section 172 of the 
charter of New York City, adopted November 3, 1936, effective January 1, 1938, as 
amended to September 30, 1946, the Chief Counsel stated that New York City real 
estate taxes accrue, for federal income tax purposes, as of the dates, on which, 
under the charter of New York City, they become due and payable and become 


liens, i. e., on October 1 and April 1. 


(G. C. M. 26069.) 
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WITH A “NEGATIVE BASIS” 


By RICHARD S. GREENLEE and JAY O. KRAMER 


AS A RESULT OF THE CRANE CASE, WHAT IS THE PREDICAMENT OF 
SUCH A MORTGAGOR? THE AUTHORS ANSWER: “UNFORTUNATE!” 





EVERAL YEARS have passed since the 
United States Supreme Court, by a split 
decision, determined the income tax fate of 
Beulah Crane’s mortgaged property. Our 
country’s economy has not remained static. 
On the contrary, the current year’s develop- 
ments have caused many to forecast a “re- 
cession,” not to speak of a “depression.” 
Whatever it is termed, our present economic 
status is bound to produce more than a few 
business and personal investment losses 
when mortgaged or pledged property is fore- 
closed, abandoned or forfeited to mort- 
gagees or pledgees. Thus, Beulah B. Crane 
v. Commissioner* should be re-examined to 
determine whether its scope is limited to the 
facts before the Court in that case or the 
Court’s decision is broad enough to cover 
those factual situations specifically passed 
Over in its opinion. 
The material facts in the Crane case were 
as follows: 


The taxpayer inherited from her husband 
improved business property valued for fed- 
eral estate tax purposes at an amount equal 
to a mortgage to which it was subject. The 
taxpayer was not personally liable on the 
mortgage. She operated the property for a 
period of years, during which she claimed 
and was allowed annual deductions for de- 
preciation on the building. Finally, after 
interest on the mortgage became substan- 
tially in arrears, the taxpayer, under threat 
of foreclosure, sold the property subject to 
the mortgage to a third party for a pro- 
portionately small sum. She reported tax- 
able gain in the amount of the net cash 





1 [47-1 ustc { 9217] 331 U. S. 1 (1947). 


proceeds she received from the sale. She 
claimed that her basis for the property was 
the amount of the value of her equity, which 
was zero, that under the statute she could 
not have a basis less than zero, and that 
she had been entitled to no depreciation 
(although she had claimed it on her return, 
without any substantial tax advantage). 
She argued further that since she was not 
personally liable on the mortgage, it neither 
formed a part of her basis nor could be 
deemed a part of the consideration received 
by her on the sale of the property. 


The Supreme Court held, however, that 
the taxpayer’s unadjusted basis for the prop- 
erty was the value of the property at the 
date of her husband’s death, undiminished 
by the mortgage. Such unadjusted basis 
under the provisions of Section 113 was the 
proper basis for depreciation, and had to be 
reduced by allowed or allowable deprecia- 
tion to arrive at the adjusted basis. Ac- 
cordingly, the taxpayer was held accountable 
for gain determined by subtracting the ad- 
justed basis from the amount received by 
her on the sale, including as received by the 
taxpayer (1) the net cash proceeds and 
(2) the amount of the mortgage. 

The Supreme Court’s ruling in the Crane 
case ended a closely contested tax litiga- 
tion.” The importance of that decision is 
twofold: (a) it established definitely that 
the basis for real property includes any 





2 The Tax Court ({CCH Dec. 13,847] 3 TC 585 
(1944)), two judges dissenting, had held for the 
taxpayer. The Second Circuit ([46-1 ustc {| 9123] 
153 F. (2d) 504 (1945)), one judge dissenting, 
had reversed the Tax Court and held for the 
Commissioner. 


Mr. Greenlee, a member of the New York and Massachusetts bars, is associated 
with the law firm of Paine, Kramer & Marx, New York City. His co-author is a 
member of the New York bar and is associated with a New York accounting firm 
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mortgage to which the property is subject, 
regardless of whether or not the mortgagor 
is personally liable for the mortgage debt; * 
and (b) it demonstrates that in some in- 
stances the taxpayer may have an adjusted 
basis of less than zero. The consequent 
gain is computed by using such ad- 
justed basis.* 


Any small hope that taxpayers may have 
had that the result in the Crane case would 
have been different if the property had been 
taken in foreclosure in lieu of by voluntary 
deed to the mortgagee or its nominee was 
soon extinguished in R. O’Dell & Sons Com- 
pany, Inc. v. Commissioner® It. was there 
decided that a taxpayer had a taxable gain 
in the year the right of redemption was 
extinguished after a foreclosure. The 
amount of the mortgage and interest dis- 
charged exceeded the taxpayer’s adjusted 
basis for the property. It had long been 
held that a foreclosure, though involuntary, 
was a sale or exchange within the meaning 
of Section 117 of the Internal Revenue 
Code. In the O’Dell case the appellate 
court assumed that the mortgagor was per- 
sonally liable for the mortgage debt. But 
under the Crane case has this assumed fact 
any significance? 


The Supreme Court in the Crane case had 
refused to indicate its views on two factual 
situations which were not then before it: 
(1) abandonment or transfer of the mort- 
gaged property without receipt of boot; and 
(2) acquisition of the property by inheri- 
tance subject to a mortgage in an amount 
greater than the value of the property, and 
subsequent transfer of the property subject 
to the mortgage with the receipt of boot. 


Although the Court was understandably 
timid with respect to these excepted hypo- 
thetical situations, it is difficult to justify 
a logical distinction between the tax fate of 
Beulah Crane and that of taxpayers in the 
hypothetical situations passed over by the 
Supreme Court in the Crane case. Cer- 
tainly, in each case the amount of the mort- 
gage, whether or not the mortgagor is 


* The Tax Court has just held that basis shall 
also include tax liens to which property is sub- 
ject at the date of purchase, even though the 
amount of such liens is compromised for a lesser 
amount in a later year. Blackstone Theater 
Company [CCH Dec. 16,976], 12 TC —, No. 107 
(1949). 


* Code Section 111 (a) defines the gain from 
the sale or other disposition of the property 
as ‘‘the excess of the amount realized therefrom 
over its adjusted basis provided in section 
113 (b).”’ 

5 [48-2 ustc § 9350] 169 F. (2d) 247 (CCA-3, 
1948). 
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personally liable, will be deemed to have 
been received by the mortgagor on disposi- 
tion of the property. As to whether it could 
be assumed that the property was acquired 
subject to a negative or minus basis, such 
assumption is only a little more difficult to 
comprehend than the existence of a nega- 
tive basis at the time of disposition. 


Perhaps we make too much of the Su- 
preme Court’s refusal to consider these 
problems. The two excepted situations, 
when considered by the Supreme Court in 
a proper case, might well receive the same 
treatment as Beulah Crane received. These, 
however, are straws, and the taxpayer, who 
has no other means of locomotion, would do 
well to grasp at them. 


Third Exception 


In addition to possible escape from the 
Beulah Crane rule under these two excep- 
tions which were mentioned by the Supreme 
Court, the Tax Court has indicated the ex- 
istence of a third exception—where the 
mortgage is a purchase-money mortgage 
placed on the property at the time of pur- 
chase. In such case the Tax Court holds 
that the deeding of property, coupled with 
a cancellation of or a failure to collect the 
mortgage, amounts to a reduction of the 
purchase price which will produce no gain 
to the mortgagor.’ 


In the Crane case the taxpayer’s adjusted 
basis for her property became a negative 
one because of depreciation allowed. How- 
ever, the basis under Section 113 (b) (1) (B) 
of the Internal Revenue Code is adjusted 
not only for depreciation allowed but for 
depreciation allowable, whether or not tax 
advantage has been taken of the deduction.’ 


The possibility of a completely anoma- 
lous tax result becomes apparent. An owner 
of a piece of developed property may 
operate it year after year at a loss before 
depreciation, without any opportunity to 
use a net operating loss carry-back or carry- 





6 Helvering v. Hammel [41-1 ustc {| 9169], 311 
U. S. 504 (1941); Electro-Chemical Engraving 
Company, Inc. v. Commissioner [41-1 ustc 
{ 9170], 311 U. S. 513 (1941); Helvering v. 
Nebraska Bridge Supply & Lumber Company 
[41-1 ustc § 9361], 312 U. S. 666 (1941). 

7 Charles L. Nutter [CCH Dec. 15,302], 7 TC 
480 (1946); acq. 1946-2 CB 4. This case involved 
only a pledge of securities, but is equally appli- 
cable to a purchase-money mortgage. 

8 Virginian Hotel Corporation of Lynchburg 
v. Helvering [43-1 ustc { 9469], 319 U. S. 523 
(1943), a five-to-four decision; Commerce Com- 
pany v. U. §. [49-1 ustc 9 9105], 171 F. (2d) 
189 (CA-5, 1948), cert. den. 336 U. S. 972 (1949). 
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over.” He may thereby acquire a “nega- 
tive basis” without ever having the tax 
advantage of a single deduction for depreci- 
ation. Finally, he may lose the property 
by foreclosure. In spite of his economic 
loss, he will nevertheless have a tax gain.” 


Abandonment 


Is there a workable solution to the prob- 
lem of “negative basis” in the law as pres- 
ently constituted?” Various methods have 
been suggested. May a taxpayer, for ex- 
ample, abandon the property, thereby escap- 
ing a sale or exchange under Section 117? 
If he does so, will the tax consequence be 
more favorable than that of a long-term cap- 
ital gain, or less favorable? 


The courts have recognized that an 
owner may abandon property. In the typical 
case the taxpayer wishes to obtain an ordi- 
nary loss instead of a capital loss. The 
problem of abandonment is now largely 
eliminated by the enactment of the relief 
provisions of Section 117 (j) of the Internal 
Revenue Code.” 

An approved method of abandonment is 
by deed to a municipal authority * or bya 
quitclaim deed to the mortgagee.” In the 


latter case the deed is given entirely without 
consideration since any compensation pass- 
ing from the mortgagee to the mortgagor 
would make the transaction a sale or exchange. 

The result of an abandonment in the usual 
case is an ordinary tax loss, fully deductible 
from income. What of the converse situa- 
tion, where the liens on the property ex- 
ceed the taxpayer’s basis? As no case or 
ruling on this point has been discovered, 
the sole remaining guide is a reference to 
the statute itself. 


Section 113 (b) states that the adjusted 
basis shall be used as the basis for deter- 
mining the gain or loss “from the sale or 
other disposition of property.’ This must be 
compared with the expression used in Sec- 
tion 117 (a)—“sale or exchange.” While 
an abandonment may not constitute a sale 
or exchange, it would appear to fall within 
the broader meaning of “other disposition 
of property.” Consequently, the Bureau 
may well argue that a taxpayer with a nega- 
tive basis has ordinary income from his 
“gain” on abandonment as the converse of 
an ordinary loss. Far from being a tax 
saving, abandonment might possibly be the 
most impractical method of disposing of 
property with a negative basis. 





®*Code Section 122 provides for a two-year 
carry-back and a two-year carry-over of the 
operating loss. The deduction, if not availed 
of, is lost. 


1 This gain may not be eliminated by the 
operating losses of the two previous years. 


11 Legislation designed to modify the depre- 
ciation rule laid down in the Virginian Hotel 
case was introduced in the Eightieth Congress, 
but was not approved in committee. 


12 Code Section 117 (j): 


‘*(j) Gains and Losses from Involuntary Con- 
version and from the Sale or Exchange of Cer- 
tain Property Used in the Trade or Business.— 


‘‘(1) Definition of property used in the trade 
or business.—For the purposes of this subsection. 
the term ‘property used in the trade or business’ 
means property used in the trade or business, of 
a character which is subject to the allowance 
for depreciation provided in secgion 23 (1), held 
for more than 6 months, and real property used 
in the trade or business, held for more than 
6 months, which is not (A) property of a kind 
which would properly be includible in the inven- 
tory of the taxpayer if on hand at the close of 
the taxable years, or (B) property held by the 
taxpayer primarily for sale to customers in the 
ordinary course of his trade or business. Such 
term also includes timber with respect to which 
subsection (k) (1) or (2) is applicable. 

(2) General Rule.—If, during the taxable 
year, the recognized gains upon sales or ex- 
changes of property used in the trade or busi- 
ness, plus the recognized gains from the com- 
pulsory or involuntary conversion (as a result 
of destruction in whole or in part, theft or 
seizure, or an exercise of the power of requisi- 
tion or condemnation or the threat or immi- 
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nence thereof) of property used in the trade 
or business and capital assets held for more 
than 6 months into other property or money, 
exceed the recognized losses from such sales, 
exchanges, and conversions, such gains and 
losses shall be considered as gains and losses 
from sales or exchanges of capital assets held 
for more than 6 months. If such gains do 
not exceed such losses, such gains and losses 
shall not be considered as gains and losses 
from sales or exchanges of capital assets. For 
the purposes of this paragraph: 


“(A) In determining under this paragraph 
whether gains exceed losses, the gains and 
losses described therein shall be included only 
if and to the extent taken into account in 
computing net income, except that subsections 
(b) and (d) shall not apply. 


‘““(B) Losses upon the destruction, in whole 
or in part, theft or seizure, or requisition or 
condemnation of property used in the trade 
or business or capital assets held for more than 
6 months shall be considered losses from a 
compulsory or involuntary conversion.”’ 


13 William H. Jamison [CCH Dec. 15,568], 8 
TC 173 (1947); C. Ledyard Blair [CCH Dec. 
15,534(M)], 5 TCM 736 (mere notice of intent to 
abandon is insufficient). 


144 Warner G. Baird [CCH Dec. 11,339], 42 BTA 
970 (1940), acq. 1941-2 CB 2;, Commonwealth, 
Inc. [CCH Dec. 9803], 36 BTA 850 (1937); James 
B. Lapsley [CCH Dec. 12,015], 44 BTA 1105 
(1941). Abandonment by deed is not the only 
method, but it may well be the safest way to 
evidence a closed transaction. See W. W. Hof- 
man [CCH Dec. 10,797], 40 BTA 459 (1940), 
nonacq. 1940-1 CB 7; Murbridge Holding Cor- 
poration [CCH Dec. 11,113-C], BTA memo. op. 
(May 20, 1940). 
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What further methods of divesting title 
are available to taxpayers with a negative 
basis? Individuals, as opposed to corporations, 
may make gifts or devise property by will. 

It should at once be apparent that any 
attempt by an individual to give away prop- 
erty with a negative basis would be attacked 
by the Bureau as a patent attempt at tax 
evasion. To permit a gift of a liability is 
a contradiction in terms. The Commissioner 
could also argue alternatively that the mak- 
ing of the gift results in the realization 
of income.” 


The final method of divesting title (avail- 
able only to individuals) is by will. If the 
owner of property with a negative basis 
leaves it by will to his estate or other bene- 
ficiary, the property will acquire a new basis 
under Section 113 (a) (5) of the Internal 
Revenue Code. Such basis will be the fair 
market value as of the date of the testator’s 
death.” The lowest such value would ap- 
pear to be zero. This would relieve the 
decedent of the income tax implications of 
a negative basis previously acquired, but his 
devisee would immediately be faced with the 
same problem on account of depreciation 
allowed or allowable thereafter. 


The conclusion to which taxpayers ap- 
pear to be foredoomed is that there is no 
escape from the tax results of a negative 
basis under the doctrine of the Crave case, 
once that basis has been acquired.” 


There remains a practical solution to the 
problem, solely of a preventive nature. 
When it appears likely that property cur- 
rently having a basis in excess of zero will 
acquire a negative basis in the future, that 
property should at once be transferred to 
a new corporation which will hold it as its 
sole asset.* Consequently, if a capital gain 
is thereafter sustained on the foreclosure 
loss of the property, the corporation will 
be judgment proof from any tax liability 





arising out of such capital gain. Transferee 
liability under Section 311 could not be suc- 
cessfully asserted in this situation since the 
stockholders have received no transferred 
assets from the corporation. The only real 
solution then, as in the case of so many 
other tax problems, is foresight and preven- 
tive action before the situation becomes 
hopeless. 


Suggested Procedure 


The following are suggested modes of 
procedure for those taxpayers who find 
themselves owning property with a present 
or possible, future negative basis subject to 
a mortgage: 

(a) Accept no cash when disposing of 
the property except with the full knowledge 
that the receipt of cash may bring the Crane 
rule into application regardless of what else 
may be done by the taxpayer. 

(b) Attempt to marshal losses, ordinary 
or capital, as the case may be, in the year 
or applicable to the year (by carry-over or 
carry-back) of the possible Crane doc- 
trine gain. 

(c) In the event the property is a capital 
asset under Section 117 (a) or “property 
used in the trade or business” under Sec- 
tion 117 (j), do not abandon the property, 
but make sure that it is either transferred 
or foreclosed. In this way, if a gain is 
attributed to the taxpayer, it will be capital 
gain and not ordinary income. 

(d) If there is a possibility of the prop- 
erty’s having a negative basis prior to the 
inception of such negative basis, transfer the 
property at that time. It would be advisable 
to consider the formation of a corporation 
for the purpose, but the possibility should 
be recognized that the Commissioner might 
look through any corporation acting as a 
mere holding pocket for the property. 


[The End] 





14 The Bureau has recently taken the position 
that where property has a zero basis, the donor 
realizes income to the extent of the fair market 
value of the property. I. T. 3932 [1949 CCH 
§ 6044]; I. T. 3910 [1948 CCH {6178]. These 
rulings are based on the ‘“‘satisfaction’’ theory 
of Helvering v. Horst [40-2 ustc {| 9787], 311 
U. S. 112 (1940). Where property has a ‘“‘nega- 
tive basis,’’ the Bureau’s position should be 
much stronger. 

16 The property in the Crane case acquired its 
negative basis from depreciation allowed sub- 
sequent to the date of death while in the hands 
of its new owner. 

17 Query as to whether state income tax au- 
thorities will also apply the doctrine enunciated 
in the Beulah Crane decision. Those states 
whose income tax laws follow the doctrine of 
the federal income tax in some cases require 
the taxpayer to advise the state of any changes 
made by federal authorities upon audit of the 
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taxpayer’s returns. Such states may be ex- 
pected to follgw the federal rule under the 
Crane case. Within the writers’ knowledge, the 
State of New York has applied the Crane case 
vigorously, even to the extent of ruling that a 
particular taxpayer was a dealer, and the gain 
resulting from the transfer of the property on 
foreclosure was ordinary income and not capi- 
tal gain. The federal rule would be the same 
for a dealer since Sections 117 (a) and 117 (j) 
exclude property held primarily for sale to 
customers in the ordinary course of trade or 
business. 

18 A transfer to a new corporation after a 
negative basis has already been attained could 
be attacked by the Bureau as a sham under 
the rule of Gregory v. Helvering, 293 U. S. 465 
(1935). If the transfer is made prior to the 
time when the basis becomes negative, the pos- 
sibility of application of Code Section 129 would 
appear remote. 
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Tax Consequences 






of a Covenant Not to Compete 


THE BASIC TAX ISSUE RAISED BY SUCH A COVENANT IS WHETHER OR 
NOT A CAPITAL ASSET, TAXABLE AS CAPITAL GAIN OR DEDUCTIBLE 


AS CAPITAL LOSS, HAS BEEN TRANSFERRED 





By HAROLD KAMENS and WILLIAM A. ANCIER 





A NUMBER of interesting tax problems 
arise when the sale of a going business 
is consummated, and the problems multiply 
and intensify when the vendee exacts from 
the vendor a covenant to refrain from corm- 
petition. 


Of primary interest to the parties is the 
ascertainment of whether a capital asset is 
thereby transferred.’ If it is, the vendor 
must account for either a capital gain or 
a capital loss, while the vendee is deemed to 
have purchased a capital asset. The vendee 
is then faced with the problem of how to 
recover the purchase price of his invest- 
ment. Must he wait until a resale, and 
thereby recoup, or can he make gradual re- 
covery by taking depreciation? To answer 
this question, he must seek judicial deter- 
mination as to the depreciable nature of 
such a covenant. 


On the other hand, if the covenant is not 
a capital asset, the proceeds owing there- 
from will be ordinary income to the vendor, 
and will be taxable as such. But what are 
the proceeds attributable to the covenant 
where the covenant is an integrated part of 
the sales transaction and! no separate con- 
sideration is made therefor? And if the 
parties inter se allocate a fixed amount as 
the independent consideration for the re- 
strictive covenant, how much weight, if’any, 
will the courts give to this allocation? 


1Of course, if the sale of a business could be 
treated as the transfer of a unit capital asset, 
solution of the problem would be simple. How- 
ever, a business is a composition of parts, some 
of which are capital assets and some of which 
are not. Thus, accounts receivable (Graham 
Mill and Elevator Company Vv. Thomas [46-1 ustc 
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As to the vendee, may he deduct from his 
gross income the payment for such a cove- 
nant as an ordinary and necessary business 
expense? And if so, may he deduct the 
entire expense in the year of payment, or 
must he amortize it as a deferred expense 
over the life of the convenant? 


An analysis of these perplexing problems 
will be facilitated by considering the transac- 
tion successively from the viewpoints of the 
vendee-covenantee and the vendor-covenantor. 


It is necessary, however, to isolate situ- 
ations where the covenantor is also the 
vendor from situations where the cove- 
nantor is a third party. 


Third-Party Covenantors 


In today’s business world, corporate struc- 
tures play an important part, and legally 
the corporation is an entity separate and 
apart from the individuals operating it.’ 
Practically, the individuals control the des- 
tinies of the corporations, especially the 
smaller ones; and a restrictive covenant 
entered into by the corporate vendor would 
be of little value and effect where the guid- 
ing spirits were not individually bound by 
their personal covenants. Therefore, shrewd 
buyers exact a covenant not only from 
the selling corporation but also from the 
entrepreneurs controlling it. 


f 9118], 152 F. (2d) 564), notes receivable (Rock- 
ford Varnish Company [CCH Dec. 15,958], 9 TC 
171), and good will (Toledo Newspaper Com- 
pany [CCH Dec. 13,512], 2 TC 794) are capital 
assets, while inventory and fixtures (Code Sec- 
tion 117(a)(1)) aré not. eS 

214 Corpus Juris 52. 
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In Cox v. Helvering [4 ustc § 1296], 71 
F. (2d) 987 (CA of DC, 1934), the petitioner 
was the principal stockholder of Asheboro 
Ice and Coal Company, which had been 
bought by Community Ice Company in 1928. 
After execution of the contract of sale but 
before its consummation, Community re- 
fused to carry out the purchase unless the 
petitioner and two other shareholders would 
contract not to re-enter the ice and coal 
business for ten years, Community offering 
to pay $15,000 in addition for such an agree- 
ment. The sale was effected upon delivery 
of such personal covenants. 


The court held that the petitioner had 
received ordinary income, “In this coun- 
try,” the court stated, “every man has the 
right to exercise any lawful avocation on 
the same terms as his neighbor. He is free 
to choose his occupation and pursue it 
where and when he pleases, provided ‘he 
does no wrong to the public at large or to 
any other individual. No kind of occupa- 
tion or trade can be imposed on:him or 
prohibited to him, so as to avoid election 
on his part. If he sells his services for 
wages or salary, what he receives is income. 
If he refrains from exercising his skill or 
ability in a particular line for a definite 
period, what he receives in compensation 
in the ‘common understanding is just as 
much a gain and is income.’ 


Salvage Case 


In Salvage v. Commissioner [35-1 ustc 
q 9228], 76 F. (2d) 112 (CCA-2, 1935), aff’d 
sub. nom. Helvering v. Salvage [36-1 ustc 
19064], 297 U. S. 106, the circumstances 
differed from those of the foregoing case in 
that here the covenant ran not to a corpo- 
rate vendee but directly to the employing 
corporation. 

The petitioner, who was an officer and 
employee of the Viscose Company, received 
1,500 shares of preferred stock from Viscose 
at a par of $110 per share in consideration 
of his covenant not to engage in any com- 
peting business without Viscose’s consent. 
The shares had a worth of $1,164.70 per 
share. Some seven years after the transac- 
tion the company redeemed his stock at $110 
a share. The petitioner contended that he 
had made a “bargain purchase” of his stock, 
that the fair market value of such stock at 
the time of the transaction was $1,164.70, 


In Thurlow BH. McFall [CCH Dec. 9258], 34 
BTA 108 (1934), the covenantor sought to estab- 
lish the converse—i. e., that his assignment of a 
contract for future personal services constituted 
the sale of an asset, thereby subjecting him to 
the capital gains tax and not to ordinary in- 
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and that upon this basis no taxable gain 
was realized on the redemption of the pre- 
ferred shares. ' 


The court, following the reasoning of 
Robinson v. Commissioner [3 ustc J 971], 59 
F, (2d) 1008 (CCA-6), and Rodrigues v. 
Edwards [2 ustc $512], 40 F. (2d) 408 
(CCA-2), that where the excess value be- 
tween the amount paid and the fair market 
value is in the nature of compensation for 
an employee’s services, it constitutes taxable 
income when received, held similarly that 
compensation paid for refraining from labor 
would be taxable income to the employee. 


Beals Estate Gase 


In a subsequent case, Beals Estate v. 
Commissioner [36-1 ustc J 9117], 82 F. (2d) 
268 (CCA-2, 1936), aff’'g [CCH Dec. 8844] 
31 BTA 966, the covenants ran from officers 
of the vendor-corporation to the vendee, 
the vendor and vendee stipulating that 
seventy-five percent of the vendee’s stock 
which was to be turned over to the cove- 
nantors represented consideration for their 
agreements to refrain from competition. The 
court overruled the individual covenantor’s 
contention that his shares were received in 
exchange for property and the gain thereby 
realized should be taxed as upon the dis- 
position of a capital asset, and held that the 
consideration represented ordinary income. 

The court went on to say: 


“But if it be conceded that the privilege 
of each of the taxpayers to engage in the 
ice cream business is a right of property 
in him, such property was not conveyed 
to Borden. Borden did not and could not 
get his privilege; all it got was his promise 
not to exercise his privilege and it paid him 
in advance for the performance of this 
promise. A promise not to work for others 
or for oneself is no more a conveyance of 
property than is a promise to enter the 
promisee’s employ. Payment for either 
promise is income, not proceeds received on 
disposal of a capital asset.” 

Estate of Mildred K. Hyde [CCH Dec. 
11,310], 42 BTA 738, wherein a wife who 
was active in the candy business covenanted 
in a marital settlement agreement not to 


compete with such enterprise, follows the 
above cases. 


It is well established, therefore, that the 
proceeds flowing from a covenant made by 


come tax. The Board of Tax Appeals conceded 
that this contractual right was property in the 
constitutional sense, in that it could not be 
arbitrarily legislated away, but held that it 
nevertheless was not capital. 
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a nonvendor to a vendee of a business are 
ordinary income, although a concomitant 
of the-sale. 


It should dogically follow that if the third- 
party coveriantor receives ordinary income, 
the covenantee has incurred a business ex- 
pense, provided it is ordinary and neces- 
sary within the meaning of Code Section 
23 (a) (1) (A). 

Confusingly enough, the courts treat such 
a payment as purchase of an asset, depre- 
ciable over the life of the covenant, rather 
than as a deferrable expense. 


In the case of William Ziegler, Jr. [CCH 
Dec. 78], 1 BTA 186, the petitioner paid 
$200,000 to two individuals to secure their 
resignation as trustees, thereby permitting 
him to have the sole conduct and manage- 
ment of the trust estate, which still had a 
life of twelve years. 


The Board of Tax Appeals held that the 
vendee had purchased a right pure and 
simple — the right to act as sole trustee 
without any interference by any other trus- 
tee over a period of twelve years. “We 
think the investment thus made is probably 
recoverable by him out of income over the 
entire twelve-year period and not over any 
shorter period.” 


Christensen Machine Company Case 


This holding was followed in Christensen 
Machine Company [CCH Dec. 5640], 18 
BTA 256. An inventor of bookbinding ma- 
chines formed the petitioner-corporation 
with one Greene, who owned a machine 
shop. The two men fell into disagreement 
and, together with the corporation, entered 
into a contract whereby the petitioner- 
corporation bought out the inventor, Mr. 
Christensen. The latter received $60,000 in 
consideration of his transfer of his shares 
of stock to the corporation, and also in 
consideration of his covenant not to com- 
pete for five years. In its income tax return 
for the year in which payment was made, 
the corporation, allocating $30,000 to the 
covenant, deducted from its gross income 
twenty percent of the cost of the covenant. 
The Commissioner determined a deficiency 
thereon; but the Court of Claims (Christen- 
sen Machine Company v. U. S. [1931 CCH 
1 9372], 50 F. (2d)) 282) sustained the 
Board of Tax Appeal’s finding for the peti- 
tioner, and stated that the covenant purchased 
was a valuable asset in the company’s 
hands, the cost of which asset could be 
exhausted over the life of the contract. 


A comparable situation arose in Black 
River Sand Corporation [CCH Dec. 5698], 


Covenant Not to Compete 








18 BTA 490. The retiring president of a 
sand and gravel company entered into a 
restrictive covenant with his company. 
When the sand and gravel company as- 
signed certain sand rights to the petitioner- 
corporation, it also assigned the individual’s 
covenant not to compete. The petitioner, 
contending that such payment could be ex- 
hausted ratably, deducted a proportionate 
part of this expense for the year in ques- 
tion, and was upheld by the Bureau. 


In the foregoing situations, determina- 
tion of the nature of the restrictive cove- 
nant is not too difficult since it is evident 
that the covenantor is bargaining away a 
purely individual right. However, where 
the covenantor is also the vendor, the 
problem is complicated by his dual capacity. 


Covenantor-Vendor 


In the well-known case involving the 
Toledo Blade Company and the Toledo 
Newspaper Company, the covenantor’s po- 
sition arose first in the courts for decision.* 

The Toledo News-Pee was an evening 
newspaper and a competitor of the Toledo 
Blade, being owned and published prior to 
August 1, 1938, by the Toledo Newspaper 
Company. The Toledo Blade desired to have 
the publication of the News-Bee discon- 
tinued, and for that purpose entered into 
a contract on August 1, 1938, with the 
Toledo Newspaper Company and the E. W. 
Scripps Company, the owner of a majority 
of the Toledo Newspaper Company’s vot- 
ing stock, under the terms of which agree- 
ment the Toledo Blade Company agreed to 
purchase the name “Toledo News-Bee” and 
the circulation, route, subscription, dealer 
and carrier lists and other assets, exclud- 
ing the plant and equipment, for a consider- 
ation of $100,000. 

In the same contract, and for a further 
consideration of $780,000, the Toledo News- 
paper Company agreed to discontinue pub- 
lication of the Toledo News-Bee for a period 
of ten years. 


Taxpayer’s and Commissioner's 
Views 


The Toledo Newspaper Company argued 
that it had sold its newspaper business for 
a total consideration of $880,000, and that 
since the March 1, 1913 value of the in- 
tangible assets was not less than $880,000, 
it had realized no gain on the sale. 

The Commissioner contended that the 
considerations paid for the covenant and 





+ Supra, footnote 1. 
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the intangible assets were divisible, that 
the $700,000 paid for the covenant repre- 
sented ordinary income under Section 22 
(a) of the Revenue Act of 1938 rather than 
a gain or loss under Section 111, and that 
the $100,000 paid for the intangible assets 
was gain from the sale in the absence of 
proof of any tax basis for them. 


The petitioner’s contention with respect 
to these two separate considerations included 
in the contract was, in substance, that 
where there is a sale of a business as a 
single transaction, gain or loss is to be com- 
puted by comparing the total selling price 
of the business with the seller’s statutory 
basis, and that this rule is not changed by 
the statement of the consideration for the 
sale of the intangible assets in the contract 
of sale as separate and apart from the con- 
sideration for its noncompeting covenant. 


The Commissioner urged upon the court 
Cox v. Helvering, Salvage v. Commissioner 
and Beals’ Estate v. Commissioner, in sup- 
port of his contention that an agreement 
not to compete was not to be considered 
part of the selling price, but was ordinary gain. 


The court, upholding the petitioner, dis- 
tinguished the cited cases from the instant 
matter on two grounds: (1) the covenants 
therein were unrelated to any sale made by 
the promisors; (2) the covenants therein 
did not operate as a restraint upon any 
property of the promisor, and were not 
therefore an inherent part of anything sold 
by the promisor. “ 


Customary Transaction 


It is important that the court made the 
following finding of fact: that in the pur- 
chase of a newspaper business as a going 
concern, it is customary for the purchaser 
to require of the seller, in addition to the 
conveyance of the assets—tangible or in- 
tangible or both—making up the newspaper 
business, a covenant to refrain for a reason- 
able period from re-entering the business of 
publishing a newspaper within the terri- 
tory in which the newspaper of the seller 
circulated at that time. This is necessary 
in order to prevent the seller from destroy- 





* Good will is the benefit which arises from 
the establishment of particular trades or occu- 
pations; the advantage or benefit which is ac- 
quired by an establishment beyond the mere 
value of the capital, stocks, funds or property 
employed therein, in consequence of the general 
pvblic patronage or encouragement which it re- 
ceives from constant or habitual customers, on 
account of its local position or common celebrity 
or reputation from skill or affluence or punc- 
tuality, or from other accidental circumstances 


ing the value of the good will® of the busi- 
ness transferred. 


In Rainier Brewing Company [CCH Dec. 
15,288], 7 TC 162 (1946), aff’d [48-1 ustc 
9134] 165 F. (2d) 217 (CCA-9), rehearing 
den. [48-1 ustc J 9184] 166 F. (2d) 324, the 
consideration for the covenant not to com- 
pete was not, as in the Toledo Newspaper 
Company case, separately stated, the entire 
consideration for the transfer of the beer 
plant, trade names and covenant being stip- 
ulated to be $1,000,000. 


The Commissioner sought to allocate part 
of the total consideration to the covenant, 
while the vendor contended that the agree- 
ment was incidental to its grant of the 
exclusive and perpetual right to use the 
trade names, and that the grant had no 
value separate and apart from the good 
will. As in the Toledo Newspaper Company 
case, the court here held that the considera- 
tion was not separable. 


The Tax Court also refused to assign a 
separate valuation to the restrictive covenant 
in Aaron Michaels [CCH Dec. 16,758], 12 
TC 17, where sale of a laundry business was 
involved. 


The above decisions are sound. 


Two Rights or One? 


The court must, in matters where the 
covenantor is also the vendor, grapple with the 
problem of deciding whether the vendor is 
transferring two independent rights, one prop- 
erty and one personal, or only one right which, 
perforce, includes within it the other right. . 


In the absence of express or implied 
conditions in the conditions in the contract 
of sale of a business, together with the good 
will thereof, the vendor is at liberty to set 
up a similar business in the same locality 
and carry it on in his own name.® However, 
the sale of the good will of a business car- 
ries with it, even in the absence of a re- 
strictive covenant, the implied obligation 
that the seller will not solicit his old cus- 
tomers or do any act which would inter- 
fere with the vendee’s use and enjoyment 
of what he has purchased.” 


or necessities or even from ancient partialities 
or prejudices.’’ Story, Partnerships, Section 99. 
The United States Supreme Court quoted this 
definition with approval in Metropolitan Bank v. 
St. Louis Dispatch Company, 149 U. S. 436. The 
Court also stated in that case that good will is 
tangible only as an incident connected with a 
going concern or business having a locality or 
name. 

6 32 Corpus Juris 186. 

7 32 Corpus Juris 218. 
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Recognition of this rule at once clarifies 
the distinction between treatment of cove- 
nantors-nonvendors and covenantors-ven- 
dors. The former have no good will to 
transfer unless the corporate veil is pierced, 
whereas the latter, upon selling good will, 
are giving the transferees nothing additional 
by granting a covenant not to compete, which 
covenant is an integral part of the good 
will and is incidental to it. 


The rationale of the court decisions is 
that where it is apparent that the covenant 
not to compete has the primary function 
of assuring to the purchaser the beneficial 
enjoyment of the good will which he has ac- 
quired, the covenant is regarded as non- 
severable, and as being in effect a contrib- 
uting element to the assets transferred. 
Admittedly, determination as to the incidental 
nature of the covenant is not always free 
from doubt. (Cf. Aaron Michaels, supra.) 


Scrutiny of the covenantee-vendee’s posi- 
tion serves as a test of the validity of the 
above rule. 


Covenantee-Vendee 


In R. Bryson Jones [CCH Dec. 5558], 17 
BTA 1213 (1929), the petitioner and others 
contracted to purchase a local agency in- 
surance business, including all the right, 
title and interest of the vendor-partnership, 
and including all the data, files, records, 
cabinets and cases of the vendor. The ven- 
dors covenanted that they would not jointly 
or severally, compete within the business 
area for ten years, The Board of Tax Ap- 
peals found that the principal asset was 
good will, and that the petitioners had not 
purchased any intangible assets other than 
good will. Depreciation of the covenant by 
the petitioner was improper. 


In News Leader Company [CCH Dec. 
5834], 18 BTA 1212, (1930), the contract of 
sale did not transfer to the purchaser any 
subscription lists, advertising contracts, 
good will, press franchises, leases, machin- 
ery or other physical properties, or any 
benefits of any sort other than those arising 
from the elimination of competition. 


It was evident that the right bargained 
for and sold consisted of the restrictive 
covenant for five years. The Board of Tax 
Appeals refused to allow the vendee to 
deduct the consideration in the year of pay- 
ment as an ordinary and necessary business 
expense, but did allow it to exhaust the 
payment ratably over the life of the agree- 
ment. Reference by the Board to purchase 
of an asset conforms to the phraseology 


Covenant Not to Compete 





used in the Ziegler, Christensen Machine 
Company and Black River Sand Corporation 
cases, although it would seem that the amor- 
tization of a business expense was the gist 
of the decision. . 


Babbitt Case 


In B. T. Babbitt, Inc. [CCH Dec. 8976], 
32 BTA 693 (1935), the petitioner, a manu- 
facturer of lye and related products, sought 
to eliminate competition and acquire , new 
territory. It therefore entered into contracts 
with competitors, in each of which the pur- 
chaser bought out all their good will and 
business, together with all trade-marks, 
trade names, brands, labels, copyrights and 
processes of the vendors. The vendors also 
covenanted not to compete for periods 
ranging from fifteen to twenty-five years. 


It was pointed out that lye is not manu- 
factured under any secret formulae and is 
not a patented article. 


The Commissioner’s contention that the 
substance of the contracts was to convey 
to Babbitt the good will acquired by the 
competitors, and that the element of re- 
straint could not be segregated and sepa- 
rately valued, was overruled. The Board 
of Tax Appeals found that segregation 
could be made because (1) there was evi- 
dence of substantial value of the covenants 
to refrain from competition; and (2) the 
value of the other properties transferred 
(e.g., trade brands, marks, labels, etc.) were 
of comparatively minor value and, more- 
over, the formulae had no value at all since 
the law required them to be printed on the 
containers. 

The Board found that the object of Bab- 
bitt in entering into the contracts was to 
eliminate competition. “The testimony is 
directly to the point that Babbitt would not 
have purchased the business of its competi- 
tors without the agreements to refrain from 
competition.” Ratable exhaustion of the cost 
of the covenants as capital assets was allowed. 


Toledo Blade Case 


In 1948 the case of Toledo Blade Company 
[CCH Dec. 16,736], 11 TC 1079, came up 
for determination of the vendee’s position. 
Consistent with its former decision in 
Toledo Newspaper Company, the Tax Court 
held that the contract was not divisible; 
the total consideration represented the price 
the Toledo Blade Company had paid for the 
going business and intangible assets, includ- 
ing the good will and covenant not to com- 
pete. Amortization deductions on account 
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of the alleged cost of the restrictive cove- 
nant were disallowed. 

It will thus be seen that if the covenant is 
a bargained-for factor over and beyond the 
good will, and is a controlling element in 
the sale, it is considered as a transferable 
capital asset and depreciable. 

If, however, the covenant is held to be 
only an element of good will and therefore 
to have no independent vigor, no value is 
attributable to it. May the vendee shift the 
scene of battle by seeking to depreciate the 
good will he has bought? The regulations 
will not permit this. (Regulations 111, Sec- 
tion 29.23 (1)-3.) 

A strong dissent was entered in the Toledo 
Blade Company case; and while the minority 
seemed to be arguing that good will could 
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be depreciated when limited in duration, 
scrutiny of the opinion will show the ratio 
decidendi of the dissenters to be that the 
covenant had a value independent of the 
good will. 


In fine, consideration paid for a restric- 
tive covenant will be taxable as ordinary 
income in the hands of a covenantor-non- 
vendor, while the covenantee will be allowed 
to exhaust the payment therefor ratably 
over the period of the agreement. Where 
the covenant is designed to assure the pur- 
chaser the beneficial enjoyment of good will, 
no value is allocable to it, despite stipulation 
of the parties, and the purchaser may not 
depreciate the alleged cost of the covenant. 
The vendor, having sold a capital asset, is 
accountable for either a capital gain or 
a capital loss. [The End] 


Harold Kamens 
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FORGIVENESS OF A DEBT 


OWED TO A SHAREHOLDER-CREDITOR 


WHEN A CREDITOR FORGIVES A DEBT OWED BY A CORPORATION 
IN WHICH HE HOLDS STOCK, TWO TAX PROBLEMS ARISE: THE 
CORPORATION’S INCOME TAX LIABILITY AND THE POSSIBLE GIFT 


TAX LIABILITY OF THE CREDITOR .. 


By ALBERT LEBOWITZ 





A COMMON PROBLEM confronting 
corporations is the tax effect of forgive- 
ness of a debt owed by a corporation to a 
creditor who is also a shareholder—very 
often the major shareholder. Two tax issues 
are immediately raised: The first relates 
to income tax liability on the part of the 
corporation; the other concerns the possi- 
bility of gift tax liability on the part of the 
shareholder-creditor. 


The problem of income tax liability has 
been resolved in favor of the corporation, 
and it is well settled that where the debt 
forgiveness is gratuitous, the corporation is 
not subject to any income tax liability.’ 


The situation is considerably more clouded 
as to gift tax liability. Only a few cases 
have concerned themselves with the ques- 
tion of whether or not the shareholder- 
creditor subjects himself to gift tax liability 
by the forgiveness of the corporation’s debt 
running to him.’ Although these cases indi- 
cate that the courts are still fumbling for 
a well-defined basis on which to rest their 
decisions, they also disclose that the basis 
is beginning to emerge. The element which 
appears to impose gift tax liability on one 
shareholder-creditor and not on another is 
the existence or nonexistence of ‘“donative 
intent.” By “donative intent” is meant the 
intention to benefit something or someone 


1 Carroll-McCreary Company, Inc. v. Commis- 
sioner [42-1 ustc { 9183], 124 F. (2d) 303 
(CCA-2); Pondfield Realty Company v. Commis- 
sioner [43-2 ustc { 9600], CCA-2, September 15, 
1943; Tanner Manufacturing Company [CCH 
Dec. 13,319(M)], 2 TCM 305; Midland Taylors 
[CCH Dec. 13,297(M)], 2 TCM 281; McConway 
& Torley Corporation [CCH Dec. 13,444], 2 TC 
593; Buckeye Cereal Company [CCH Dec. 
13,354(M)], 2 TCM 426; Helvering v. American 


Forgiveness of Debt 


other than the transferor; and where the 
transferor makes even a gratuitous transfer 
(i.e., does not receive any money or prop- 
erty in exchange) for a purely selfish reason 
(e.g., to improve the financial condition 
of a corporation in which he is a large 
shareholder), the transfer has been held 
to be lacking in “donative intent.” In at 
least two instances this has been a dominant 
factor in causing the court to find no gift 
tax liability. Even in cases where “dona- 
tive intent” is not emphasized or discussed, 
the basis for the decision seems, neverthe- 
less, to be founded on whether the circum- 
stances would give rise to an inference of 
such intent. The subsequent analysis of 
treatises and cases supports this contention. 


In a competent article published in 1940,° 
it is said: 

“A gratuitous release by a stockholder of 
a corporate debt may be nothing more than 
a contribution to the corporation’s capital 
account as a result of which the value of his 
stock is enhanced. In substance it is the 
same as though the debt has been paid and 
the money so received thereafter contributed 
to the corporation. The desire of the stock- 
holder to aid himself as by increasing the 
value of his own investments, rather than 
the desire to make a gift, distinguishes this 
gratuitous cancellation of indebtedness from 


Dental Company [43-1 ustc { 9318], 318 U. S. 322. 

2 “Unlike the much-litigated . . . problems of 
realized income and capital contributions, the 
possibility of a gift tax from a cancellation of 
indebtedness remains a judicially unchartered 
field.’’ Warren and Sugarman, ‘‘Cancellation 
of Indebtedness and Its Tax Consequences,”’ 4C 
Columbia Law Review 1326, at p. 1361. 

3 Ibid., p. 1366. 















































































































































































































































the donative cancellation without considera- 
tion which constitutes a gift.” 


Scanlon Case 


As substantiation for this statement, the 
authors rely mainly on Robert H. Scanlon.‘ 
In that case, the petitioner did not forgive a 
debt, but transferred shares of stock in 
one corporation to another corporation all 
of the stock which he owned. The Board 
of Tax Appeals said: 


Characterization of the transfer as a gift 
seems to us to be contrary to the generally 
accepted and ordinary meaning of the term. 

Webster defines a gift as ‘anything 
voluntarily transferred by one person to an- 
other without compensation; a present.’ We 
think it clear that there was full and satis- 
factory compensation to petitioner, through 
the corresponding enhancement in the value 
of his shares, even though it be conceded 
that this was a transfer by one person to 
another. Motive may not be conclusive and 
it may not help merely to say there was 
no donative intent. Yet the existence 
of compensation to petitioner is indicated 
by the answer to the question: Did he make 
the transfer to benefit the corporation as a 
disconnected and isolated entity, or to bene- 
fit some third person, or was it for his own 
benefit exclusively? Formulation of the 
question is its own best answer.” 


The Board relied principally on the fact 
that the shareholder was the sole share- 
holder,® and indicated that its decision would 
have been otherwise had there been other 
shareholders.® However, the mere existence 
of other shareholders should not give rise 
to gift tax liability every time one share- 
holder makes a contribution or forgives a 
debt; the existence of other shareholders 
is merely a circumstance which may indicate 
in a given case that the creditor-shareholder 
intended to benefit the other share-holders 
rather than himself by forgiving a corpo- 
rate debt. Thus, the donative intent neces- 
sary in a gift would be present. ; 


Collins Case 


This conclusion is borne out by a more 
recent case, Emily C. Collins." The petitioner 








was a widow who, with her three adult 
children, had formed a corporation after 
her husband’s death for the purpose of admin- 
istering her husband’s estate. The petitioner 
transferred the assets of her husband’s estate 
to her three children, who in turn transferred 
the property to the corporation. The corpo- 
ration thereupon issued one thousand pre- 
ferred shares and twenty-five common shares 
to the petitioner and twenty-five common 
shares to each of the three children. No 
other stock was issued. Estate creditors 
were made creditors of the corporation. 


Undeclared dividends in arrears on the 
preferred stock amounted to $38,000 some 
time later when the petitioner executed a 
document’ waiving her right to dividends 
up to that time as holder of the preferred. 
The instrument stated that she made the 
waiver because of prior obligations of the 
company, and that it was not practicable to 
declare a dividend since the assets of the 
company were pledged on account of the 
prior obligation. 


The Tax Court said in holding that no 
tax was due: 


“The petitioner argues that she 
had no intention to make a gift. The re- 
spondent agrees that one of the essentials 
of a taxable gift is a donative intent. 

An intent to do what was done may be in- 
ferred from the actual doing, but the ques- 
tion remains as to whether or not that intent 
was donative in character authori- 
ties indicate that a transfer to be donative 
in character must be made for altruistic 
reasons, out of pure generousity or solici- 
tude for the welfare of the recipient rather 
than for some selfish reasons as, for example, 
a business benefit which the transferor may 
hope to receive. That is, the act may 
be prompted entirely by anticipated business 
benefits which negative a donative intent.” 


The Collins case not only is directly con- 
cerned with debt forgiveness by a share- 
holder, but comes out more strongly than 
prior cases for the requirement of “dona- 
tive intent.” It may do much to clarify 
the situation in regard to the type of trans- 
fers discussed here. However, following 
the Collins case, the Treasury amended the 
regulations* to provide that “all transac- 
tions whereby property or propterty rights 





4[CCH Dec. 11,350] 42 BTA 997 (1940). 

5**We do not say, disregarding the corporate 
entity, that petitioner made a transfer to him- 
self, so much as we do that, having due regard 
to the realities, petitioner’s interest as sole 
stockholder in the corporation’s property gave 
him a corresponding compensation for the trans- 
fer, which prevents it from being a true gift 
within the meaning of the gift tax law.’’ 
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6° “If petitioner were not the sole shareholder 
a different question would arise. For other 
shareholders would benefit proportionately from 
the receipt of the property by the corporation. 
As to them, particularly members of the trans- 
feror’s family, there is no reason to disregard 
the gift theory.”’ 

7 [CCH Dec. 12,974] 1 TC 605 (1943). 

§ Regulations 108, issued July 30, 1943. 
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or interests are gratuitously [formerely dona- 
tively] passed or conferred upon another 

constitute gifts subject to tax.’”’ What 
effect this amendment will have in the 
courts remains to be seen, but it will do its 
part in making dubious any predication of 
future court action. 


Thompson Case 


The Collins case is further weakened by 
a dissenting opinion and by an earlier case, 
Frank B. Thompson; which, although cited 
in the majority opinion in the Collins case, 
was not discussed or distinguished. 


In the Thompson case, the petitioner and 
his wife and children were the shareholders 
in a corporation to which the petitioner 
transferred cash and securities. The Board 
of Tax Appeals said: 


“We see no reason in the language of 
the statute for holding that the petitioner’s 
voluntary contribution to the corporation 
for which he received nothing, albeit the 
value of his shares was pro tanto enhanced, 
may be regarded as other than a gift. . 
This is no less so because in the corpora- 
tion’s accounting parlance the gift may have 
been regarded as paid-in surplus . .. or 
because the petitioner and the other share- 
holders derived benefit in the extent to 
which the augmentation of the corporation 
assets is reflected in the value of their shares.” 


The Board did not even bring up the re- 
quirement of ‘“donative intent,” but con- 
tented itself with saying “we see no reason 

for holding that the petitioner’s vol- 
untary contribution may be regarded 
as other than a gift.” In fact, the Board 
offered little reasoning in any direction to 
support its conclusions. 

The dissent in the Collins case was concerned 
principally with the existence of shareholders 
other than the creditor, and distinguished 
the Scanlon case upon which the majority 
opinion relied, on the ground that in that 
case the transferor was the sole share- 
holder. The dissent, in other words, did 
not adhere to the view that the existence 
of other shareholders was important only 
as being one factor in determining whether 
the creditor-shareholder was motivated by 
“donative intent.” 


Object of Donative Intent 


Another matter which has vexed the courts 
is this question: If there is a gift is it a 


® [CCH Dec. 11,223], 42 BTA 121 (1940). 
Forgiveness of Debt 


gift to the corporation or to the other share- 
holders? The solution to this problem 
seems rather obvious. One has merely to 
ask: Whom does the creditor-shareholder 
intend to benefit—i.e., in favor of whom 
does his donative intent run? If he forgives 
a corporate debt, or gratuitously transfers 
funds to the corporation, to aid and bene- 
fit the other shareholders, the gift should 
be deemed as running to them. If he in- 
tends to benefit the corporation as a sepa- 
rate entity, the gift should be regarded as 
going to the corporation. If the transfer is 
intended to help the shareholder-creditor 
himself, and is made purely for that reason, 
then he has no “donative intent,” and there 
is no gift. 

It has been suggested that “practical con- 
siderations against granting to a donor as 
many .. . exclusions as there are stock- 
holders may determine the decision.” ” 
It is submitted, however, that this is no 
problem when the question of the “donative 
intent” is kept in mind. If a creditor-share- 
holder intends to benefit, let us say, five 
hundred other shareholders, and makes a 
gift with the intention of benefiting these 
five hundred shareholders, how can the gift 
be regarded as going to anyone else but 
them, with a consequent exclusion of $3,000 
for each stockholder? Actually, a creditor- 
shareholder invariably intends to benefit 
only a small (generally family) group of 
other shareholders when his intention runs 
to the shareholders at all; otherwise, his 
intention is to improve the corporation for 
his own benefit, or to improve the corpo- 
ration for its own benefit. 


In the Thompson case, the Board of Tax 
Appeals said: 


“The corporation is . . . a person . 
and a taxpayer. It is the donee of 
petitioner’s contributions and the owner 
thereof in its own right. . . . In our opin- 
ion, the Commissioner correctly held that 
the transfers in each year to the corporation 
were gifts to it which were subject to a 
single exclusion each year.” 


The court therein took, it is submitted, a 
mechanical view of the problem, and stood 
on the ground that the corporate veil could 
not be pierced; however, there would seem 
to be no reason why the veil cannot be 
pierced for gift tax purposes when the gifts 
are intended to run to the shareholders. 
Indeed, in the Scanlon case, the Board had 
to go behind the corporate entity to dis- 
cover that the transferor was the sole 
shareholder, on which ground it based its 


2% Warren and Sugarman, op cit., p. 1367. 


899 








decision. If the Board in the Scanlon case 
had followed the line taken in the earlier 
Thompson case, it would have had to say 
that there was a shareholder gift to the 
corporation and stop at that point, with the 
consequent imposition of a tax on a share- 
holder making a transfer to a corporation 
owned entirely by himself! The Board in 
the Scanlon case was in the embarrassing 
position of piercing the corporate veil while 
claiming that it could not pierce it,” and it 
was not piercing it.” These legal gymnas- 
tics would have been unnecessary if the 
Board had merely looked to the intent of 
the transferor and determined whom he 
meant to benefit. 


Conclusion 


As a practical matter, it would appear 
unwise for a shareholder-creditor to forgive 
a debt owed to him by the corporation and 
not expect to be subject to gift tax liability 
(although his chances of not being sub- 
jected to liability are considerably height- 
ened when he is the sole shareholder). This 
is particularly true where the corporation is 
a family corporation. 

The Tax Court appears to have adopted 
the view that a “donative intent” is neces- 
sary to a gratuitous forgiveness of a debt 


11 ‘It is true that Higgins v. Smith [40-1 ustc 
7 9160], 308 U. S. 473, 477, indicates that if the 
corporate form is used the taxpayer must take 
the consequences.”’ 





(or other gratuitous contributions to a corpo- 
ration by a shareholder) taxable as a gift. In 
view of the uncertainty of past decisions, how- 
ever, this is far from a reliable conclusion on 
which to predict future decisions of the Court. 


Thus, where a debt is forgiven by a share- 
holder-creditor under circumstances which 
indicate not a donative intent but merely a 
selfish desire on the part of the shareholder- 
creditor to better his own position (e.g., 
where the forgiving creditor is the sole 
shareholder), or where the total circum- 
stances indicate that a desire to improve the 
forgiving creditor’s position as a share- 
holder, by improving the credit rating of 
the corporaton rather than benefiting the 
corporation as a separate entity or by bene- 
fiting the other shareholders, is the sole 
reason for the transfer, the Tax Court has 
indicated that the transfer is not subject to 
the gift tax. 


The fact that the corporation is a family 
corporation should not, inevitably, be the 
basis upon which the gift tax is to be im- 
posed. It is merely a circumstance tending 
to lead to the conclusion that a transfer 
is being made with a “donative intent”—i.e., 
that the intention is to benefit other family 
members rather than the transferor. 


[The End] 


122 *“*But here not the existence of the corpora- 
tion but the form of the transfer creates the 
question.”’ 


ALBERT LEBOWITZ IS ASSOCIATED IN THE 
PRACTICE OF LAW WITH FRANK E. MORRIS, 


ST. LOUIS, MISSOURI 
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of a Corporate Business: A Reply 


By DAVID STOCK 


IN THIS REPLY TO A RECENT CRITICISM OF HIS ARTICLE IN THE 
JULY ISSUE, MR. STOCK, A MEMBER OF THE NEW YORK BAR, CLARI- 
FIES THE QUESTION INVOLVED IN KOPPERS COAL COMPANY ... 





N AN ARTICLE entitled “Purchase and 

Sale of a Corporate Business,” in the 
July, 1949 issue of this magazine, I re- 
ferred to the fact that? Francis X. Mannix, 
in an article in the December, 1948 issue 
(“Liquidation of Newly Acquired Subsid- 
iaries”), had taken the position that the 
result in Commissioner v. Ashland Oil & 
Refining Company [38-2 ustc | 9580], 99 F. 
(2d) 588, and in Koppers Coal Company 
[CCH Dec. 15,179], 6 TC 1209, would not 
obtain today because Section 112 (b) (6) 
was not in the law when the transactions 
in those cases took place. In that connec- 
tion, I made the following statement: 


“However, there is an indication in the 
opinion in the Koppers Coal Company case 
that the result would have been the same 
if Section 112(b) (6) had then been in the 
law. As _ other nonrecognition sections 
(corresponding to Section 112) were in 
effect in the Ashland Oil & Refining Com- 
pany and Koppers Coal Company cases but 
were disregarded, there is no cogent reason 
for concluding that the tax results of such 
a corporate acquisition of assets would be 
any different today.” 


In the September, 1949 issue (Acq. and 
Non-acq.,” page 770) Mr. Mannix, in sup- 
port of his position, has made certain 
observations concerning the above state- 
ment which seem to me to call for a reply, 
at least in the interest of clarifying the 
question involved. 


It is submitted that the analysis by Mr. 
Mannix, which takes issue with my state- 
ment, is built upon a basic misconception 
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of the meaning of the Koppers Coal Com- 
pany case, and that he has involved my 
statement in the same misconception. This 
is readily apparent from the findings of 
fact and the opinion of the Tax Court in 
that case. 


The taxpayer’s predecessor, Massachu- 
setts Gas Companies, for a cash considera- 
tion of $7,600,000 acquired all of the stock 
of six coal mining corporations. It was 
interested only in obtaining their coal min- 
ing properties; and before the transfer of 
the stock each of the coal mining corpora- 
tions had distributed in liquidation to its 
stockholders all of its assets other than 
its physical operating assets and leases, the 
stockholders in each instance assuming all 
the existing debts and liabilities of the 
corporation. Shortly thereafter, Massa- 
chusetts Gas Companies transferred the 
stocks of these coal mining corporations 
to New England Fuel & Transportation 
Company, one of its subsidiaries, in ex- 
change for stock of the latter. Then New 
England Fuel & Transportation Company 
exchanged the stocks of the coal mining 
corporations for all of the stock of C. C. B. 
Smokeless Coal Company, a corporation 
formed for the purpose of taking over the 
assets of the coal mining corporations, 
which were then liquidated and their prop- 
erties taken over by C. C. B. Smokeless 
Coal Company. 


In acquiring the stocks of the coal min- 
ing corporations, the purpose of Massachu- 
setts Gas Companies was to acquire their 
properties and to vest title thereto in a 
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subsidiary operating company to be formed 
for that purpose. 


The Commissioner contended that the 
basis of the assets so acquired to C. C. B. 
Smokeless Coal Company was their basis 
to the coal mining corporations—which 
was lower than the $7,600,000 purchase 
price of their stocks—on the ground that 
the assets had been acquired by C. C. B. 
Smokeless Coal Company for its stock in 
a transaction which was a nontaxable re- 
organization under Section 203 (b) (2) of 
the Revenue Act of 1926. The taxpayer 
contended that the basis of these assets 
was the purchase price of the stocks be- 
cause the whole series of steps was an 
integrated process whereby the assets were 
acquired for $7,600,000 pursuant to the 
purpose and plan of the taxpayer. The Tax 
Court agreed with the taxpayer. The fol- 
lowing language of the Tax Court contains 
the substance of the case: 


“Respondent insists that the evidence 
shows that, although Massachusetts Gas 
Companies originally had a purpose of ac- 
quiring the assets of the six West Virginia 
companies and made an offer for those 
assets, it changed that plan to one of 
acquiring the stock for a consideration of 
$7,600,000, because it was unable to buy 
the assets because of the refusal of the 
corporations to sell them. It is argued that 
this was no more than an investment by 
Massachusetts Gas Companies in the stock 
of the six coal companies; that later, toward 
the close of the same year, Massachusetts 
Gas Companies conceived a new plan of 
organizing a new wholly owned corpora- 
tion and vesting it with the assets in ex- 
change for its capital stock, which was and 
is to be treated as separate and distinct 
from the original purchase of the stock of 
the six companies; that it constituted a 
nontaxable reorganization under which the 
newly organized subsidiary took the assets 
of the six corporations in exchange for all of 
its capital stock; that, consequently, - its 
cost basis for such assets was the same as 
that of the six predecessor corporations 
and that this basis continued in the peti- 
tioner corporation, since it is not ques- 
tioned that the subsequent liquidations, as 
a result of which these assets came into 
ownership of petitioner, were nontaxable. 


“Petitioner argues that its predecessor, 
Massachusetts Gas Companies, at no time 
had planned to invest in the stock of the 
six West Virginia companies and that its 
sole purpose was to acquire the physical 
coal properties and leases belonging to 


those companies and to place the owner- 
ship of these properties in a wholly owned 
subsidiary organized by it to operate. them. 
It is contended that the acquisition of the 
stock of the six companies for a considera- 
tion of $7,600,000 in cash was merely the 
first step in a series of planned, integrated 
transactions, the only intended result of 
which was the acquisition of the physical 
properties. Upon this premise it is argued 
that the rule requires that the picture be 
approached realistically as a single unit, 
that these several transactions must be 
considered as one and its tax character 
and effect determined by the result planned 
and actually accomplished. 


“There seems to be no doubt that, if 
these several transactions were in fact merely 
steps in carrying out one definite precon- 
ceived purpose, the object sought and ob- 
tained must govern and the integrated Steps 
used in effecting the desired result may not 
be treated separately for tax purposes either 
at the instance of the taxpayer or the taxing 
authority, or by agreement between both. 
Commissioner v. Ashland O'l & Refining 
Co. . . .; Prairie Oil & Gas Co. v. Motter 
[3 ustc 71142], 66 Fed. (2d) 309; Tulsa 
Tribune Co. v. Commissioner [5 ustc J 1535], 
58 Fed. (2d) 937; Anheuser-Busch, Inc., 
[CCH Dec. 10,923], 40 B. T. A. 1100; affd. 
[40-2 ustc J 9802], 115 Fed. (2d) 662; cer- 
tiorari denied, 312 U. S. 699; Ahles Realty 
Corporation v. Commissioner [1934 CCH 
{ 9326], 71 Fed. (2d) 150; certiorari denied, 
293 U. S. 611; Illinois Water Service Co. 
[CCH Dec. 13,637], 2 T. C. 1200. 


“ 


Here it is conclusively established 
that the original intention of the petitioner 
was to acquire only the physical prop- 
erties of the six coal companies. And the 
conditions of the contract under which 
the stock was acquired, together with the 
action of petitioner subsequent to its ac- 
quisition, compel the conclusion that the 
original plan was unchanged. . . . It is 
only consistent with the purpose asserted 
by the purchaser and corroborated by the 
testimony of its officers and agents that, 
from the time the original transaction was 
initiated by the purchaser of the stock 
until the final transfer of the assets to the 
C. C. B. Smokeless Coal Co., the plan and 
purpose to acquire only the physical assets 
of the six companies were unchanged. We 
have accordingly found this as a fact.” 
(Italics supplied.) 


The Tax Court, in finding an unchanged 
purpose to purchase the assets, subordi- 
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nated the means whereby that -purpose 
was accomplished. The very essence of 
the case is a disregard of, and a refusal to 
recognize, a separate tax identity of any 
of the intermediate steps. The result was 
not predicated upon the absence of a non- 
recognition provision with respect to the 
ultimate step of liquidation of the coal 
mining corporations, as Mr. Mannix seems 
to suppose. And, as I stated in my article, 
“other nonrecognit'on sections (correspond- 
ing to Section 112) were in effect but 
were disregarded’”—since the Tax Court 
refused to accept the Commissioner’s con- 
tention that Section 203 (b) (2) was ap- 
plicable. 


“As to this alternative contention, we 
must admit that we see just as much reason 
to segregate and treat separately the final 
transaction as the first. The acquisition 
by New England Fuel & Transportation 
Co. of the stock of the six corporations in 
exchange for its capital stock was unques- 
tionably a complete reorganization under 
section 203 (b) (2) of the Revenue Act of 
1926. Likewise, the acquisition of those 
stocks by C. C. B. Smokeless in exchange 
for its stock was a completed reorganiza- 
tion under the cited section. The sub- 
sequent liquidation of the assets of the six 
corporations was in no sense necessary to 
complete that reorganization. See Liquidat- 
ing Co. [CCH Dec. 9238], 33 B. T. A. 1173. 
C. C. B. Smokeless was at liberty to hold 
the stock of the six corporations and main- 
tain them as operating entities. There ap- 
pears to be no more reason, in this record, 
to hold that the organization of C. C. B. 
Smokeless and the vesting it with the 
assets of the six companies was a new 
plan conceived after the original acquisi- 
tion of the stock of those companies bv 
Massachusetts Gas Companies than to hold 
that the liquidation of the assets of the six 
companies to C. C. B. Smokeless was a new 
plan conceived by it after receiving the 
stocks of those companies in a nontaxable 
reorganization.” (Italics supplied.) 


Basis of Decision 


Thus, in refusing to accept the Commis- 
sioner’s contention that the assets were ac- 


. 


quired by a transaction which was a non- 
taxable reorganization, the Tax Court said 
that there was no more reason to segregate 
that phase of the acquisition of assets than 
to segregate the ultimate step of liquidation— 
and it expressly disregarded the liquidation, 
although, in passing, it pointed out that if 
the liquidation were “considered as a sepa- 
rate and distinct transaction,” the tax result 
would be the same as in a purchase of assets. 
It is manifest from the entire opinion that 
the basis of the decision necessarily and ex- 
pressly excluded recognition of the liquida- 
tion or any other step in the process of 
acquisition. 


In Commissioner v. Ashland Oil & Re- 
fining Company, supra, the acquired cor- 
porations were not liquidated for a year, 
at which time the assets were worth a great 
deal more than the purchase price of the 
stock. There also, the Circuit Court dis- 
regarded the last step of liquidation and 
refused to recognize the gain. In other 
words, where there is an unchanged pur- 
pose to acquire assets, the courts have 
disregarded all of the intermediate steps 
used to convert the purchased stock into 
ownership of assets, whether recognition 
or nonrecognition provisions would be ap- 
plicable to any of such steps if considered 
independently. 


I submit that the foregoing supports 
each of the following comments in my 
article, with which Mr. Mannix takes issue: 
(1) the result in the Koppers Coal Company 
case would have been the same if Sect‘on 
112 (b) (6) had then been in the law; (2) 
other nonrecognition sections then in effect 
were disregarded; and (3) there is no co- 
gent reason for concluding that the tax 
results of such a corporate acquisition of 
assets would be any different today. 


I also submit that Mr. Mannix, in his 
misconceived analysis of my statement, has 
served only to delineate the manner in 
which he has fallen into his error concern- 
ing the line of cases in question. 


[The End] 


, 


. 
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The Tax Court and the Commis- 
sioner have different definitions 
for “may be applied” in Section 
167 (a) (3). as Alice 
sagely observed, “The question is 
whether you can make words 
mean so many different things.” 


However, 





ROBABLY no phase of tax law has 

undergone such wide and_ constant 
change during the last ten years as has the 
taxation of income from _ private trusts. 
Furthermore, there is no reason to believe 
that the end is at hand. Consequently, it 
is that much more surprising that despite 
all this change, one particular aspect of 
this subject has not only undergone no 
change in the last ten years, but has re- 
mained almost in status quo for the last 
twenty. It is more astonishing that the 
Commissioner has been consistently beaten 
in every attempt to assault this stronghold. 
This Verdun of the taxpayer is that part of 
Section 167 (a) (3) of the Internal Revenue 
Code which says that the grantor shall be 
taxed for that part of the income of a trust 
which “may be applied” to payment of pre- 
miums for life insurance upon his life. 


Contrary to many taxing statutes, Section 
167 (a) (3) is stated simply and concisely: 


“(a) Where any part of the income of a 
trust— 


(3) is, or in the discretion of the grantor 
or of any person not having a substantial 
adverse interest in the disposition of such 
part of income may be, applied to the 
payment of the premiums upon policies of 
insurance on the life of the grantor (except 
policies of insurance irrevocably payable 
for the purposes and in the manner speci- 
fied in section 23 (0), relating to the so- 
called ‘charitable contributions’ deductions) ; 
then such part of the income of the trust 
shall be included in computing the net 
income of the grantor.” 

Section 167 of the Code stems from 
Section 219 (h) of the Revenue Acts of 
1924 and 1926, which read: 

“Where any part of the income of a trust 
may, in the discretion of the grantor of 


904 


TRUSTIIN 


eee 


AND T! 


nen oe 


the trust, either alone or in conjunction 
with any person not a beneficiary of the 
trust, be distributed to the grantor or be 
held or accumulated for future distribu- 
tion to him, or‘ where any part of the income 
of a trust is or may be applied to the 
payment of premiums upon policies of in- 
surance on the life of the grantor (except 
policies of insurance irrevocably payable 
for the purposes and in the manner speci- 
fied in paragraph (10) of subdivision (a) of 
section 214), such part of the income of the 
trust shall be included in computing the 
net income of the grantor.” 


Section 219 (h) first appeared in the 
Revenue Act of 1924. The Committee on 
Ways and Means of the House of Repre- 
sentatives, in explaining the purpose of 
Section 219 in Report No. 179 of the House 
of Representatives on the Revenue Bill of 
1924 (page 21), stated in part as follows: 


“Subdivision (h) of this section provides 
that the income of a trust which may be 
distributed to the grantor or which may 
be used for the payment of premiums upon 
policies of insurance on his life shall be 
included in the gross income of the grantor. 
Trusts have been used to evade taxes by 
means of provisions allowing the distribu- 
tion of the income to the grantor or its use 
for his benefit. The purpose of this sub- 
division of the bill is to stop this evasion.” 
(Italics supplied.) 


The Senate Committee on Finance, in 
its Report No. 398 on the Revenue Bill of 
1924 (page 25), regarding Section 219, in 
addition to using the same language as the 


Ways and Means Committee of the House, 
said the following: 


“This section has been rewritten in order 
to secure clarity and to prevent the evasion 
of taxes by means of estates and trusts.” 
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For purposes of comparison Section 167 
(a) (1) is set forth here: 


““(a) Where any part of the income of a 
trust— 


“(1) is, or in the discretion of the grantor 
or any person not having a substantial adverse 
interest in the disposition of such part of the 
income may be, held or accumulated for future 
distribution to the grantor. .. .” 


Both Sections 167 (a) (1) and 167 (a) (3) 
contain the language “is” and “may be.” In 
connection with other portions of Section 
167, the “may be” part of the language is 
unquestioned. For example, in Wilcox v. 
Commissioner [43-2 ustc J 9532], 137 F. (2d) 
136 (CCA-9, 1943), it was held that the 
grantor was taxable on the entire trust 
income of a trust which provided that the 
trustee should pay to the grantor so much 
of the income of the trust “as he may 
require.’ But for some strange reason, 
the same interpretation has never been given 
to these words when used in Section 167 
(a) (3). The Commissioner has invariably 
prevailed with respect to the “is” part of 
167 (a) (3). He has just as invariably been 
thwarted in applying the “may be” portion. 


The first case involving Section 292 (h) 
of the Revenue Acts of 1924 and 1926 to 
come before the Board of Tax Appeals was 
Frederick B. Wells [CCH Dec. 6099], 19 
BTA 1213. In that case the grantor created 
three separate trusts to which he assigned 
certain securities, and provided that the 
income from them should be used to pay 
the premiums on policies of life insurance 
taken out upon his life contemporaneously 
with the execution of the trusts. The in- 
come was used as the terms of the trust 
provided. The Commissioner determined 
a deficiency in income tax to the extent of 
that portion of the trust income which was 
applied to premiums or the insurance poli- 


Trust Income 


cies. No question was raised as to any 
surplus income. The Board of Tax Appeals 
sustained the Commissioner. The Circuit 
Court of Appeals for the Eighth Circuit 
reversed ([1933 CCH [9120] 63 F. (2d) 
425), whereupon the case went to the Supreme 
Court. (Burnet v. Wells [3 ustc § 1108], 
289 U. S. 670.) 


Mr. Justice Cardozo, who wrote the 


majority opinion of the Supreme Court, 
said in part: 


“Tncome permanently applied by the act 
of the taxpayer to the maintenance of con- 
tracts of insurance made in his name for 
the support of his dependents is income 
used for his benefit in such a sense and to 
such a degree that there is nothing arbi- 
trary or tyrannical in taxing it as his.” 


On the same day, and to the same effect, 
the Court handed down its opinion in the 
case of DuPont v. Commissioner [3 ustc 
7 1106], 289 U. S. 685. This settled the 
question of the constitutionality of the 
statute for all time. 


Mott Case 


About a vear later the question was 
again raised in Charles Stewart Mott [CCH 
Dec. 8614], 30 BTA 1040. In this case the 
petitioner established three trusts, one for 
each of his children. Among the powers 
granted was the following: 


“He [the grantor] is also empowered to 
pay from income of this trust, the premiums 
on such insurance as may be taken out for 
the benefit of the beneficiary of this trust.” 


While it did not bear directly on the 
case, it should be noted that this provision 
had no limitation as to whose life should 
be insured. Referring to Burnet v. Wells and 
DuPont v. Commissioner, the Board said: 
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“While it is true, as suggested by the 
petitioner, that in those cases a part of the 
income of the trusts was actually used in 
payment of the premiums on life insurance 
of the taxpayers, we do not understand the 
opinions to hold that this ts absolutely nec- 
essary. It seems to us that, whereas here 
the fund was available for such use and 
was under the control of the petitioner, 
who had the right to use it for that purpose, 
it comes within the language of Section 219 
(h), Revenue Act of 1926, and Section 167 
(a), Revenue Act of 1928, and that the 
inclusion in petitioner’s income of the 
amounts necessary to pay the life insurance 
premiums is constitutional, and we so hold.” 
(Italics supplied.) 


It must be admitted that the language 
of the Board accorded with that of the 
statute. Strangely enough, the Circuit 
Court of Appeals for the Sixth Circuit 
reversed the Board in Commissioner v, Mott 
[36-2 ustc J 9391], 85 F. (2d) 315. The 
Circuit Court held that since the trustee 
had no power to pay premiums on any 
insurance policy, except those that might 
be taken out in the future, and that since 
none had been taken out and no income so 
applied, it was not taxable to the grantor. 


In Frank T. Heffelfinger [CCH Dec. 9052], 
32 BTA 1232, the income of the trust was 
to be used to pay premiums on an endow- 
ment policy on the life of the grantor. 
Any excess income was to be accumulated 
and added to the corpus. The grantor 
reserved no rights to himself in either the 
trust or the insurance policy. For some of 
the years involved the Commissioner in- 
cluded the entire net income of the trust 
in the grantor’s taxable income. The Board 
held that the Commissioner erred in in- 
cluding in the grantor’s income “more than 
the part of the income of the trust applica- 
ble to the payment of the premiums on 
the policy.” 


Corning Case 


The next cese to come before the Board 
was Warren H. Corning [CCH Dec. 9661], 
35 BTA 1162. Judge Leech, who wrote the 
opinion for the Board, said in part: 


“In the second trust, although it was 
provided that the accumulated income 
should be set apart and designated as 
‘Fund A’, and that under no circumstances 
could petitioner or his father vest in peti- 
tioner title to that particular fund, there 
is no provision preventing its use in pay- 





ment of premiums upon policies of insur- 
ance on petitioner’s life. Thus, it is apparent 
that under certain conditions the accumu- 
lated income of the second trust may be 
applied, after the death of petitioner’s father, 
to the payment of such premiums.” 


The language used by Judge Leech in 
this instance was interesting. Here there 
was no specific provision of any kind that 
income might be used for the payment of 
premiums. Judge Leech said that there 
was “no provision preventing.” He cer- 
tainly was going all the way when he 
inferred that the income would be taxable 
to the grantor if there was a mere possi- 
bility of its use for payment of premiums. 
No other case seems to have gone this far. 
The Commissioner was determined to win. 
This appears from the succeeding language 
of Judge Leech: 


“Tt is also intimated by respondent that, 
aside from the provisions of Section 166 
and Section 167 of the Revenue Act of 
1934, the petitioner retained such ‘sub- 
stance of enjoyment’ of the trust property 
of both trusts as to warrant the disregard 
of both trust entities and so, their income 
should be taxed to petitioner on that theory. 
He cites Burnet v. Wells and Douglas 
v. Willcuts. . 


“However, at all events, neither of the 
cases cited is authority for a disregard of 
the trust entities here, unless that was the 
ground for the decision of the Supreme 
Court in Douglas v. Willcuts. On that 
point, no opinion is expressed.” 


Douglas v. Willcuts [36-1 ustc J 9002], 
296 U. S. 1, was a case in which the Supreme 
Court held the grantor of a trust, the in- 
come of which was to pay his legal obliga- 
tion to his divorced wife, liable for the tax 
on the trust income. From this famous 
case have stemmed all of the decisions 
holding a grantor liable for trust income 
which may be applied to pay his legal 
obligations. 


On petition by the taxpayer, the Board 
revised its prior opinion in the Corning case. 
It brought out a new one ({[CCH Dec. 
9709] 36 BTA 301), again written by Judge 
Leech. This time he said: 


“Section 166, here involved, and its com- 
panion Section 167 of the Revenue Act of 
1934, were both enacted to prevent the 
avoidance of surtax through creation of 
trusts subject in some manner to the con- 
trol of the grantor. They, as well as the 
similarly numbered sections of the 1928 
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and 1932 Acts, constitute a re-enactment 
and extension of Sections 219 (g) and (h) 
of the Acts of 1924 and 1926.” 


The case then went to the Circuit Court 
of Appeals for the Sixth Circuit as Corning 
v. Commissioner [39-2 ustc § 9544], 104 F. 
(2d) 329, where it was reversed. The Cir- 
cuit Court of Appeals said: 


“Section 167 (a) (3) of the Act provides 
that if the trust instrument permits any 
part of the income of the trust to be 
applied to the payment of premiums upon 
policies of insurance upon the life of the 
grantor in his discretion, or that of any 
person not having a substantial adverse 
interest in the disposition of such income, 
then such part of the income of the trust 
shall be included in computing the net 
income of the grantor. It is urged, there- 
fore, that since there is no_ prohibition 
against the application of Fund A of the 
second trust to the payment of life insur- 
ance premiums on the life of the grantor, 
and no’ prohibition in respect to accumu- 
lated income of the first trust after its 
amendment in 1931, Section 167 is applica- 
ble. The trustee under each trust, however, 
is authorized to invest the trust fund in 
such manner and in such property as he 
may deem advisable, and this applies to 
Fund A, which becomes a part of the 
principal of the second trust. The payment 
of life insurance premiums on the life of the 
grantor is not an investment of the funds 
of the trust. There were no existing poii- 
cies upon which premiums might be paid, 
and no part of the trust income was used 
for that purpose. In this situation we have 
held that no part of the income of the 
trust estate is taxable to the grantor. Com- 
missioner v. Mott. Without express 
or clearly :mplied authority in the trustee so 
to deal with income, there may be no appli- 
cation of Section 167.” (Italics supplied.) 


The date of this decision should be noted 
since it was practically contemporaneous with 
the Board opinions in Genevieve F. Moore and 
Frank C. Rand, hereinafter discussed. 


This language of the Circuit Court of 
Appeals may well foreshadow the change 
that may be expected. But no decision 
has actually gone this far. 


Moore Case 


In Genevieve F. Moore [CCH Dec. 10,672], 
39 BTA 808, the trust indenture provided, 
among other things: 


Trust Income 


“The Trustees may invest in and/or pay 
the premiums upon any life insurance, con- 
tract or annuity for the benefit or welfare 
of any beneficiary or beneficiaries hereunder.” 


The Commissioner naturally contended 
that the existence of this power justified 
the application of Section 167 (a) (3). He 
also contended that this made the entire 
income of the trust taxable to the grantor. 
Judge Opper, speaking for the Board, made 
this rather surprising comment: 


“While on its face section 167 might 
appear to apply, it has, so far as can be 
discovered, never been considered applica- 
ble even by the respondent as broadly as is 
now suggested. In Charles Stewart Mott... 
it is evident that respondent made no effort 
to tax the entire income of the trust to him, 
but only the comparatively small propor- 
tion which represented premiums on insur- 
ance policies then in force. Even as to 
these the Board was reversed. . .. It 
follows that application of the provision 
in question depends upon the existence in 
the tax year of policies upon which it 
would have been physically possible for 
the trustees to pay premiums and upon 
the amount of the premiums so payable. 
There is no evidence in the record as to 
either of these points, and the form of the 
deficiency letter avoided in this instance 
the imposition upon petitioner of the bur- 
den of disproving any facts with relation 
thereto. On both issues therefore the re- 
spondent’s determination must be overruled.” 


Apparently Judge Opper in this instance 
was confusing the verbs “is” and “may be.” 
The word “is” obviously relates to the 
actual payment of premiums on policies of 
insurance, while the word “may be” just 
as obviously relates to the power to apply 
income to pay premiums whether or not 
they are actually applied. This distinction 
seems to make sense. Certainly it is a 
view that the Commissioner, undaunted 
by successive defeats, has pursued for the 
past twenty years. 


The Moore case appears to be one ex- 
ample of a modern court’s leaning back- 
ward to construe a taxing statute strictly 
against the government and in favor of the 
taxpayer. If the Board had considered the 
language of the Sixth Circuit in the Corning | 
case, supra, it might have reached a con- 
trary conclusion. 


Rand Case 


Frank C. Rand [CCH Dec. 10,773], 40 
BTA 233, followed a few months later. In 
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this case, the grantor set himself up as 
trustee for several trusts which he created 
for his children. 


Beginning in 1934, the trustee conceived 
that it would be a good investment to 
employ accumulated income of the trust 
to buy life insurance policies upon his life 
payable to himself as trustee or to his 
successor. 


The trust made no specific provision 
permitting investment in life insurance pol- 
icies or payment of premiums for insurance 
issued upon the life of the grantor. Con- 
sequently, Section 167 (a) (3) might not 
apply. Judge Opper wrote this opinion also: 


“The taxability of the trust income to 
petitioner is thus limited to premiums paid 
or payable on existing policies. As to the 
trust income above the premiums actually 
paid, we hold for petitioner.” 


The Circuit Court of Appeals for the 
Eighth Circuit, in Rand v. Helvering [41-1 
ustc J 9192], 116 F. (2d) 929, sustained the 
Board and held that the acquisition of 
the insurance was within the power of the 
trustee. The court said: 


“From the sweeping powers granted, 
there was, under the proven circumstances, 
implied authority in the trustee to apply 
the income to the payment of life insurance 
premiums.” 

This involved only the “is” 
statute. 

To the same effect is Schoellkopf v. Mc- 
Gowan [42-1 ustc § 9362], 43 F. Supp. 568. 


In Percy M. Chandler [CCH Dec. 10,972], 
41 BTA 165, aff’d without discussion of 
this point [41-1 ustc § 9394] 119 F. (2d) 
623 (1941), the Board said: 


“Section 167 (a) (3) does not attempt 
to label receipts by the trust, but, dealing 
with income of the trust, imputes it to the 
grantor to the prescribed extent of its use 
for the payment of insurance premiums. 
If any of the trust income were used’ to 
pay such premiums, it would to that extent 
be taxable to Chandler; but since none of 
it was, there is no support in section 167 
(a) (3) for taxing it to him.” 


part of the 


Weil Case 


This opinion, which was sustained by 
the Circuit Court of Appeals for the Third 
Circuit, makes it appear that the “is” part 
of the statute alone applies. This would 
seem to support Judge Opper’s opinion in 
Genevieve F. Moore, supra, but this inter- 


pretation completely ignores the inclusion 
of the words “may be” as an alternative 
verb. The Commissioner, still undaunted, 
plowed headlong into the case of Joseph 
Weil [CCH Dec. 13,842], 3 TC 579, where 
Judge Van Fossan’s opinion is a shining 
example of successful fence straddling. He 
said in part: 


“The major portion of the respondents 
brief is devoted to his contention that the 
trust income was taxable to the petitioner 
under section 167. He argues that, because 
the trust instrument provides that the peti- 
tioner may add other insurance policies to 
the trust, the premiums upon which would 
be paid out of the trust income, therefore, 
the entire income of the trust may be 
applied to the payment of premiums on 
insurance policies on the life of the peti- 
tioner, and hence the entire income of the 
trust is taxable to the petitioner under 
section 167 (a) (3). 


“A similar argument was presented in 
Genevieve F. Moore. . . . In rejecting the re- 
spondent’s contention we said: 


“ce 


. . The same rule was applied in 
Frank C. Rand...” 


“The respondent, however, asserts that 
these cases have, in effect, been overruled 
by Helvering v. Stuart. 


“We are unable to give the Stuart case 
the construction for which the respondent 
contends. To do so, we think, would un- 
duly extend the doctrine of that case. 


“We, therefore, adhere to our previous 
decisions on this matter. Under these de- 
cisions, as has been shown, the grantor’s 
liability for tax depends upon the existence 
in the tax year of policies upon which it 
would have been physically possible for the 
trustees to pay premiums.” 


By this time the Commissioner was ob- 
viously becoming desperate. He was going 
rather far afield in relying on Helvering vw. 
Stuart [42-2 ustc $9750], 317 U. S. 154. 
The Stuart case, stemming directly from 
the Stuart case, stemming directly from 
Douglas v. Willcuts, supra, held that the 
grantor was taxable on all of the income 
of a trust which, in the discretion of the 
trustee, was to be used for the support, 
education and maintenance of the grantor’s 
son. This was on the theory that such 
income could be used to discharge the 
grantor’s legal obligation, and that this 
was tantamount to the grantor’s personal 
use or enjoyment of the income. Douglas 
v. Willcuts and Helvering v. Stuart are 
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so-called Section 22 (a) cases. They are 
not founded upon Section 167. 


Helvering v. Stuart was subsequently over- 
ruled by the Revenue Act of 1943. The 
applicable portion now appears as Section 
167 (c) of the Code. It provides that only 
so much of the income of a trust as is 
actually applied to the support and main- 
tenance of a person whom the grantor is 
legally bound to support is taxable to him. 
This is at least consistent with Judge Van 
Fossan’s expression in the Joseph Weil case. 


Stockstrom Case 


In Arthur Stockstrom [CCH Dec. 13,883], 
3 TC 664, which followed, the trust in- 
denture provided that the trustee could 
purchase and pay premiums on insurance 
policies issued upon the life of the grantor. 
The only question raised was whether the 
income actually used to pay premiums on 
policies acquired by the trustee, instead of 
on those acquired by the grantor himself 
prior to the execution of the trust, was 
taxable to the grantor. The opinion was 
limited strictly to the question before the 
court. In spite of its limitations, Judge 
Kern’s opinion hit the nail right on the head: 


“In order to hold otherwise, it would be 
necessary to read into the unequivocal pro- 
visions of the statute a nonexistent limita- 
tion; and such a limitation would open 
such a loophole in the application of the 
statute as to completely defeat the legis- 
lative purpose. That purpose is to prevent 
the avoidance of tax by the allocation of 
income through a trust device to the pay- 
ment of life insurance premiums, which are 
universally recognized as a normal expense 
of protecting dependents but which are 
personal, as distinguished from business 
expenses, and are therefore not deductible 
from gross income. Whether the trust 
antedated the policies, or the policies ante- 
dated the trust, seems as irrelevant in con- 
struing the legislative purpose as any 
question concerning the chronological prior- 
ity of the egg and the chicken. The rele- 
vant fact is that the income of a trust 
created by the petitioner for the benefit of 
his children is authorized by him to be 
used and is used for the payment of pre- 
miums upon policies of insurance on his 
life, ultimately payable, through the trust, 
to the children. Under the plain language 
of the statute the trust income so used is 
taxable to petitioner.” 


The reflection immediately arises that all 
of the opinions of the court have been 
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doing exactly what Judge Kern condemned 
—that is, they have ignored the unequivocal 
provisions of the statute. Certainly Judge 
Kern was right about the “is” part of the 
statute, but the court still continued to 
dodge the “may be” part. 


The Stockstrom case, as well as those 
that preceded it, hinged upon the decision 
of the Supreme Court in Burnet v. Wells, 
supra, which applied only to existing in- 
surance contracts made by the grantor. 
A study of the language of the court 
shows that the justification for imposing 
the tax upon the grantor was that the 
trust was assuming a burden which other- 
wise the grantor himself would have had 
to bear. Consequently, there is a real dis- 
tinction between the implications of the 
Stockstrom case and Burnet v. Wells. The 
real point of contention in the Stockstrom 
case was the argument that Burnet v. Wells 
was no authority for taxing the grantor 
for income of a trust used to pay premiums 
on life insurance policies written upon the 
grantor’s life but acquired by the trustee 
rather than by the grantor himself. Judge 
Kern disposed of the distinction with the 
following language: 

“We cannot say in these circumstances 
that this case is so exceptional as to put 
it beyond the reach of legislative power and 
is not covered by the principle set out in 
the Wells case, supra. That that case did 
not in its facts go so far in no way vitiates 
its principle, which still germinates and 
lives in a different soil and somewhat differ- 
ent circumstances.” 


Iversen Case 


Less than a month later an opinion was 
rendered in Lorenz Iversen [CCH Dec. 
13,909], 3 TC 756, in which the taxpayer 
had a new approach. This taxpayer had 
created a number of trusts, among them 
one created to hold certain life insurance 
policies upon his life. He then gave certain 
funds to two of his daughters, who used 
this money to establish a trust the purpose 
of which was to pay the premiums on the 
policies held by the other trust. Under 
the terms of this trust, the trustee was to 
use the income and, if necessary, the prin- 
cipal to pay the premiums on the policies 
in the other trust. Surplus income was to 
be added to the corpus of the second trust. 


This grantor had a fairly clever idea 
because Section 167 (a) (3) applies only 
where the income of a trust is payable 
upon premiums upon the life of the grantor. 
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Here, at least formally, the daughters were 
the grantors of the second trust; and it 
was thought that Section 167 (a) (3) would 
not apply because the life insurance pre- 
miums to which the income was to be 
used was upon the life of someone other 
than the grantors of this trust. The court, 
however, held that the petitioner was the 
actual grantor of both trusts under the 
doctrine of Lehman v. Commissioner [40-1 
ustc J 9198], 109 F. (2d) 99, cert. den. 310 
U. S. 637. It also held that the petitioner 
could be taxed on the income of the second 
trust which was actually used to pay the 
premiums on the life insurance policies, 
but not on surplus income not so applied. 


The Commissioner, after about thirteen 
consecutive years of defeat on the same 
grounds, argued that all of the income 
should be taxed to the petitioner because 
the surplus might be used to pay the 
premiums in a subsequent year. The court, 
however, held that the grantor was taxable 
only upon the income which “under the 
terms of the trust agreement may be applied 
on the current year’s premiums on policies 
outstanding.” 


The court seemed to recognize the fact 
that the statute contains the words “may 
be.” This, for the first time, was a some- 
what left-handed victory for the Commis- 
sioner. While he was unable to persuade 
the court to determine that all of the 
income of the second trust should be taxa- 
ble to the grantor, there was another reason 
for this: The second trust had no right 
to acquire insurance policies. Consequently, 
even within its own terms, only a certain 
portion of the income, as a purely physical 
matter, could be applied to the nayment 
of insurance premiums upon the life of the 
grantor. The statute itself makes this dis- 
tinction. It was not a complete victory 
for the Commissioner, but at least it was 
a recognition that the words “may be” were 
in the statute.. To this extent, it seemed 
to constitute: a victory. 


Meyers Case 


Coming on the heels of the Iversen case, 
the fact that the Tax Court treated the 
succeeding case as a memorandum opinion 
must have been rather insulting to the 
Commissioner. In Philip Meyers [CCH 
Dec. 13,941 (M)], 3 TCM 468, the petitioner 
created two long-term irrevocable trusts 
for his children. Included in the trustee’s 
powers was one to pay premiums upon life 
insurance policies issued on the life of the 


910 








grantor. The respondent argued “that be- 
cause the income of the trust might have 
been used to pay premiums on life insurance 
on petitioner’s life, the entire net income is 
taxable to petitioner under section 167 (a) 
(3) of the Code, regardless of whether it 
was in fact so used and regardless of the 
source of such income.” 


The court again beat him down. Citing 
Joseph Weil and Lorenz Iversen, supra, it 
held: 


“Petitioner is taxable upon the actual 
premiums paid by the trusts for insurance 
on his own life but is not taxable upon the 
trust income in excess of that amount.” 


Thus, in spite of his apparent gain in 
the Iversen case just one week earlier, the 
Commissioner now found himself right back 
where he had started fourteen years before. 


Foster Case 


Later, in the case of L. B. Foster [CCH 
Dec. 15,571], 8 TC 197, the court empha- 
sized the language of the statute by saying 
that such part of the income of a trust 
shall be included in the gross income of 
the grantor as “is, or in the discretion of 
the grantor or of any person not having 
a substantial adverse interest in the dis- 
position of such part of the income may be, 
applied to the payment of premiums upon 
policies of insurance on the life of the 
grantor.” (Italics supplied.) However, in 
this case, as the court pointed out, the 
trust had no provision for such use. 


Some of the income of the trust was 
used, with consent of all the parties, to pay 
premiums on life insurance of the grantor. 
This, the court held, was taxable to the 
grantor. 


Here again the Commissioner missed the 
boat, but the recognition by the court 
that the words “may be” were in the statute 
may be a portent of things to come. 


Conclusion 


If all of the cases to the present time 
were to be summarized, it would have to 
be conceded to be the rule that only so 
much of the income of a trust as is actually 
applied to payment of premiums on the 
life of the grantor is taxable to the grantor. 
This is the rule of the Tax Court. It has 
completely ignored the Commissioner’s as- 
sertion that the statute means that where 
income of a trust “may be applied” to pay- 


(Continued on page 925) 
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THE OLD AND NEW 
DEPRECIATION PROBLEM 


THE AUTHOR, WHO IS A MEMBER OF SHER, ROEDER & LANDMAN, NEW 
YORK TAX ATTORNEYS, DIAGNOSES OUR “NATIONAL DEPRECIATION 
DISEASE” AND DISCUSSES ITS THERAPEUTICS ... By J. H. LANDMAN 





EPRECIATION, just as much as 

labor, service and material, is an ele- 
ment of cost in doing business. Unlike the 
latter items, which are concurrent charges 
against income, depreciation is a puzzling, 
prorated annual deduction of the original 
costs (or other bases) of consumable and 
deteriorating properties spread over the 
assets’ estimated useful lives. Depreciable 
properties embrace chiefly plant and equip- 
ment, buildings, office furniture and fixtures 
and transportation equipment. Since de- 
preciation is an item in operating expenses 
which lends itself to estimating and approxi- 
mating, attempts at determining the actual 
amount have been a cause of perennial con- 
troversy among ‘Treasury, management, 
labor and investors, with the participants 
often making contentions governed by their 
respective economic interests. The larger 
the depreciation is, of course, the smaller 
will be a company’s reportable income. 


Of late, the depreciation problem has 
taken on a new complexion. One justifica- 
tion advanced for the increased annual de- 
preciation of an asset is that a business 
should be enabled to recover its investment 
in a property in order to accumulate re- 
sources with which ultimately to replace it. 
Today management is particularly conscious 
of the fact that with prevailing high price 
levels, business will not be able to replace 
exhausted assets out of annual depreciation 
allowances to the extent that it did in the 
past. Obviously, then, where depreciation 
is predicated on cost and not on replace- 
ment, the financial statements of companies 
appear to many to be reporting phantom 
or illusory profits. 


What is depreciation? The mere posing 
of the question conjures up various engineer- 


ing, accounting, tax and economic concepts 
relative to ‘the declining serviceability of 
properties. These ideas are, in part or in 
whole, in conflict with one another. Yet a 
precise comprehension of this problem is 
pertinent to the accuracy of a company’s 
income statement and balance sheet. 

Much of the confusion arises out of some 
archaic and some current uses and abuses 
of the one word “depreciation” to cover a 
diversity of ideas. The following discussion 
in semantics is forgiveable because it is an 
attempt to classify this thinking. 


Conventional accounting considers de- 
preciable capital assets as prepayments of 
future charges to the revenue of those years 
which they will service, with allowance for 
normal maintenance expenditures, salvage 
and obsolescence. It ignores the annual 
rise or fall of the replacement costs of the 
assets. This accounting treatment of de- 
preciation proves satisfactory particularly 
during periods when the purchasing power 
of the dollar remains relatively unchanged. 
With our country still in the grip of high 
prices, and with litthe hope of their ever re- 
turning to prewar levels, capital acquisition 
costs exceed prior ones, with the conse- 
quence that the productive plant, machinery 
and equipment are treated in terms of an- 
nual proportionate shares of their original 
cost, while labor, for example, is reported 
in current high dollars. 


The current challenge to the accounting 
profession which arises from the fact that 
its financial reports are expressed in a 
medley of purchasing-power dollars is ag- 
gravated by the hereditary use of the term 
“depreciation reserve” when the only idea 
intended to be conveyed is “depreciation 
allowance.” The public, not well versed in 
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accounting terminology, cannot but con- 
clude that the annual cumulative deprecia- 
tion reserves are funded so that a sum is 
ultimately earmarked and available for 
capital acquisitions, even if it is insufficient 
at current advanced price levels. As a 
matter of fact, funded depreciation reserves 
are most infrequent, and properly so. De- 
preciation, when realized, should be avail- 
able, without restriction, for all operational 
requirements. It is a matter of efficient 
managerial budgeting to have adequate 
funds with which to acquire properties when 
necessary. 

The adoption of the term “depreciation 
allowance” or “depreciation deduction” only 
in part corrects the misconception. “Annual 
amortization of fixed assets used” is a much 
more accurate and descriptive term. 


A prevalent misconception about tax and 
accounting depreciation is that it purports 
to recover the cost of an earlier-acquired 
and gradually deteriorating asset in order 
to have the funds with which ultimately to 
replace it. In fact, it is neither a recovering 
nor a replacing operation. The depreciable 
property is in reality consumed and ex- 
pensed during its useful life, and it is not 
ordinarily replaced with the identical item 
because the new asset is usually more effi- 
cient and productive than the one which 
became worn out and obsolete. As a rule, 
the new assets are betterments and expansions. 

The substitution of the word “amortiza- 
tion” for “depreciation” is prompted by an 
attempt to restore to the latter its etymo- 
logical meaning. It is derived from the 
Latin de, meaning “down” and pretium, 
meaning “price.” Consequently, the word 
“depreciation” etymologically approximates 
its current economic and engineering con- 
notations. The economist’s concept of de- 
preciation implies the current social value 
of assets. He is interested in the con- 
temporary costing and the pricing of com- 
modities, at least to the extent that they 
are influenced by the consumption of fixed 
assets at current values. The engineer deals 
with the deterioration of the service value 
of a property expressed in terms of surviv- 
ing useful life. The accountant’s write-off 
of annual depreciation is not always, though 
it should be, commensurate with the asset’s 
efficiency. A plant may be fully depreciated 
on its company’s books, and yet be main- 
tained at almost the maximum of its en- 
gineering productivity. 


1 Eyster v. Centennial Finance Board, 94 U. S. 
500 (1876); U. S. v. Kansas Pacific Railway 
Company, 99 U. S. 459 (1878); MacIntosh v. 
Pere Marquette Railway Company, 34 F. 582 
(1888). 
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The infrequent accounting practice of 
using annual engineering appraisals of prop- 
erties approximates the true concept of de- 
preciation. The unit-of-production and the 
diminishing-balance methods of computing 
depreciation are less faithful to it. The 
straight-line method, predicated on equal 
annual installments divided over the useful 
life of a capital asset with an adjustment 
for salvage, violates this idea because no 
assets undergo equal annual wear, tear, 
exhaustion and obsolescence. Yet it is most 
frequently employed among accountants 
because of its convenience and objectivity, 
and because of the fairness of charging each 
year in the useful life of a depreciable asset 
with an equal share of its cost, irrespective 
of the year’s income. 


The word “amortization” is much more 
appropriate for the phenomenon which the 
accounting profession refers to as deprecia- 
tion. Etymologically, the word “amortize” 
is derived from the Latin ad, meaning “to” 
and mors, meaning “death”. Hence, as ap- 
plied to the problem at hand, it implies the 
accounting extinction of a deteriorating 
capital asset over its useful life. 


Tax Depreciation 


Accounting tradition dating from the 
sixteenth century sanctions depreciation de- 
ductions on deteriorating fixed assets in 
computing net income. However, only 
Congressional grace is responsible for de- 
preciation deductions for tax purposes. 
Taxpayers have no inherent right to such 
deductions, though they have their origin 
in accounting science. While the account- 
ing connotation of depreciation remained 
relatively constant, the tax concept has 
varied with the intent of Congress as modi- 
fied by court decisions and the Treasury 
Regulations. 


Early court decisions did not recognize 
the necessity of depreciation allowances.’ 
It was first permitted as a business expense 
in 1894. Not until 1909 did the United 
States Supreme Court recognize the pro- 
priety of such a deduction.® 

The excise tax of 1909 treated deprecia- 
tion as a deduction in levying a tax on busi- 
ness. Since the inception of the federal 
income tax law in 1913, a deduction for de- 
preciation has always been permitted. From 
1918 to 1942 there had been statutory pro- 


2 Whittaker v. Amwell National Bank, 52 
N. J. Eq. 400, 29 Atl. 203. 

3 City of Knoxville v. Knoxville Water Com- 
pany, 212 U. S. 1. 
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vision for “a reasonable allowance for the 
exhaustion, wear and tear of property used 
in the trade or business, including a rea- 
sonable allowance for obsolescence.” The 
Revenue Act of 1942 supplemented this lan- 
guage to allow depreciation also for “prop- 
erty held for the production of income.” 
Thus, land, inventory, residences, personal 
automobiles and good will are not subject 
to depreciation allowances. Copyrights, 
patents and leaseholds have come to be per- 
mitted annual amortization because of their 
similarity to depreciable fixed assets. 


To implement the depreciation legislation, 
the Treasury Regulations allow the straight- 
line or other reasonable industry method 
of computation. However, no regard may 
be shown for changes in market values of 
properties during their useful lives, but con- 
sideration must be given to the quality of 
maintenance and operational conditions.‘ 


Up to 1934 the taxpayer’s determination 
of its depreciation remained undisturbed 
except when it was “shown [by the Treas- 
ury] by clear and convincing evidence to 
be unreasonable.”* The change to a more 
challenging government depreciation policy 
was wrought by the depression of the 1930's, 
and has persisted ever since. The Revenue 
Act of 1932° provided that the tax value 
of property should be reduced by deprecia- 
tion to the extent allowed, but not to less 
than the amount allowable for prior years, 
whether or not tax benefits inured thereby 
to the taxpayer. Until 1939, operating loss 
carry-backs and carry-forwards were not 
available to offset this tax disadvantage to 
companies with deficits in particular years. 
In 1933 the preliminary report of a sub- 
committee of the Committee on Ways and 
Means, entitled “Prevention of Tax Avoid- 
ance” * recommended that depreciation and 
depletion deductions be reduced by twenty- 
five per cent for 1934, 1935 and 1936. The 
intent was to help the country lift itself 
from the economic doldrums of the Great 
Depression started in 1929, by means other 
than an increase in tax rates. It was also 
justified by the argument that new acquisi- 
tion costs of depreciable fixed assets -were 
less than their costs in the inflated pre- 
depression years. 


Fearing that a twenty-five per cent reduc- 
tion might even aggravate the economic dif- 
ficulties of some companies, the Treasury, 
in 1934, adopted a substitute plan, which is 
reflected in the famous T. D, 4422. It per- 


* Regulations 111, Section 29.23 (1). 
5 Regulations 74 and 77, Article 205. 
® Code Section 113 (b) (1) (B). 

7 73rd Congress, 2d Session, p. 5. 
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mits the tax authorities to reduce future 
depreciation on properties where the Treas- 
ury, in its discretion, thinks that these 
allowances were too high in the past. In 
addition, it revises the earlier practice by 
placing on the taxpayer the burden of proof 
as to the reasonableness of its depreciation 
deduction*® Since then, the tax authorities 
have shown a tendency to reduce arbitrarily 
depreciation allowances with little regard 
for the truer concepts of depreciation as 
entertained by engineers, economists and 
even accountants. 

The extraordinary demand for our goods 
in World War II disclosed the inadequate 
capacity of our national mechanical organ- 
ization. This may have been wrought in 
part by our investment-discouraging de- 
preciation policy. To attract new capital 
for plant, machinery and equipment, our 
government was obliged to provide for the 
rapid amortization of such facilities. It 
offered, in the Second Revenue Act of 1940 
and in the Revenue Act of 1942, the “amort- 
ization” of war facilities over a period of 
sixty months, or less if the war terminated 
in the meantime. These acts, it is to be 
noted, correctly used the word “amortize” 
and not “depreciate,”. although even in an 
accounting sense these assets were entitled 
to accelerated depreciation due to abnormal 
usage and the danger of postwar useless- 
ness, but perhaps not to a minimum of 
twenty per cent yearly. 

In other respects, World War II with its 
accompanying prosperous years, did not 
effect an abatement of the Treasury’s con- 
servative depreciation policy. Even the 
formidable amortization allowances on war 
facilities did not arrest the downward trend 
of the over-all national depreciation rates. 
Criticism by business resulted in a conces- 
sion in June, 1945, when the Bureau of 
Internal Revenue proclaimed that it would 
enter into agreements with taxpayers not 
to disturb depreciation rates for periods of 
five years, but only after a thorough audit. 
This policy, however, does not preclude the 
right of taxpayers during these periods to 
apply for and obtain higher depreciation 
rates where new facts warrant the adjust- 
ment.® These agreements are usually futile 
gestures because in the ordinary course of 
events the Treasury, once having made a 
thorough audit of the taxpayer’s deprecia- 
able property, would not disturb that tax- 
payer’s depreciation allowance for about the 
same period of time. 


8 T. D. 4422, XIII-1 CB 58 (1934): Mim. 4170, 


XITI-1 CB 59 (1934). 
* Mim. 5881 [1945 CCH § 6277]. 
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Individualized Tax Depreciation 


A taxpayer’s depreciation allowance is, in 
the nature of the case, an absolutely in- 
dividual problem. The conservatism of the 
Treasury’s depreciation deductions may be 
countered in given situations by the tax- 
payer’s own computations based on actual 
operational conditions if the method is rea- 
sonable and used in its industry. 


Incidental repairs which neither ma- 
terially add to the value of property nor 
appreciably prolong its life, but serve only 
to maintain the property in an ordinarily 
efficient operating condition, are fully de- 
ductible as reasonable business expenses. 
Such repairs are definitely contemplated in 
arriving at a proper depreciation rate, 
though these expenses are simultaneously 
deductible. Even idle property is usually 
entitled to depreciation, on the theory that 
such property nevertheless undergoes de- 
terioration and normal obsolescence. A tax- 
payer may not postpone taking a deduction 
for depreciation. Neither may it in later 
years take advantage of its prior failure to 
take depreciation or of its earlier underde- 
preciation. Conversely, excessive deductions 
in prior years do not preclude reasonable 
allowances in current taxable years. The 
annual depreciation deduction for tax pur- 
poses must not be less than the amount 
allowable.” 


Changing operating conditions with re- 
gard to the use of the property in question 
may warrant accelerated depreciation. Past 
experience based on fact, and not on opin- 
ion, and unbiased information as to the 
present condition of property furnish a re- 
liable guide for the determination of the 
useful life of the property for the computa- 
tion of annual depreciation. Such result 
should reflect the use or operation of the 
property, the conditions under which it is 
used or operated and the policy as to re- 
pairs, renewals and improvements. 


Composite Rates 


Composite depreciation accounting is a 
straight-line method applied to grouped or 
classified assets. It is recommended because 
of its convenience and equity in business 
ventures with numerous and varied assets. 
Such rates remain undisturbed except when 
substantial changes occur in the asset com- 
position of the group. 





1 Regulations 111, Section 29.23 (1)-5; Vir- 
ginian Hotel Corporation v. Helvering [43-1 ustc 
1 9469], 319 U. S. 523. 

1 United States Industrial Alcohol Company 
[CCH Dec. 11,398], 42 BTA 1323; aff'd and 





In composite depreciation accounting the 
depreciable asset account is charged with 
the cost (or other basis) of all depreciable 
property acquired, and is credited with the 
cost (or other basis) of all assets disposed 
of through sale, retirement, abandonment, 
casualty or otherwise. On the other hand, 
the depreciation reserve account is credited 
with depreciation and normal obsolescence 
allowed or allowable, whichever is greater 
in each taxable year. The full cost (or other 
basis) of all normal retirements adjusted 
for salvage is charged to this account. When 
assets are sold, transferred or retired 
because of casualty or special obsolescence 
not contemplated, the account is charged 
only with the depreciation and obsolescence 
accrued, and a deduction is allowed for the 
difference between its already depreciated 
and salvage values.” 

The amount of net salvage should ac- 
tually, or in effect, be a credit to the de- 
preciation reserve. Where the basis or rate 
of depreciation is not reduced for estimated 
salvage, all net receipts from salvage are 
considered income. Losses from the normal 
retirement of assets are not ordinarily allow- 
able under any method of depreciation 
accounting.” 

The composite depreciation deduction 
may be determined by dividing the average 
cost—frequently weighted—of the group of 
assets by the average probable useful life. 
Subsequent adjustments to the estimated 
life span of the group, when permitted, will, 
of course, effect commensurate changes in 
the depreciation allowance. In computing 
depreciation in this manner, a reasonable 
amount of nonexpensed improvements, ad- 
ditions or betterments and offsetting asset 
abandonments are contemplated. Since ac- 
celerated use of property is almost in- 
variably accompanied by an increase in 
maintenance and repair charges, accelerated 
depreciation is allowable only to the extent 
that such maintenance and repairs fail to 
arrest this acceleration of depreciation. 

Composite depreciation accounting has 
much to commend it. The probability of 
error in the forecast of the life expectancy 
of the weighted estimate of a group is less 
than in that of the separate assets which 
comprise it. Engineers have attempted to 
foretell the useful lives of properties by 
comparisons with the completed service 
lives of similar physical assets modified by 
judgment, just as life insurance actuaries 
rev'd in part [43-2 ustc { 9544] 137 F. (2d) 511 
(CCA-2, 1943). 

2 Illinois Pipe Line Company [CCH Dec. 


10,059], 37 BTA 1070 (NA 1938-2 CB 48); Regu- 
lations 111, Section 29.23 (e)-3. 
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do, with a view toward arriving at present 
fair values and current depreciation. To 
this end, eighteen independent and empirical 
survivor curves for various groups of prop- 
erties employed in the operations of public 
utilities have been developed by the En- 
gineering Experiment Station of Iowa State 
College.” If a taxpayer’s accumulated de- 
preciation reserve is equal to or less than 
the “normal” mortality reserve of one of 
these eighteen curves, the current deprecia- 
tion rate is considered proper. On the other 
hand, if the accumulated reserve is higher, 
the current rate may be reduced by a per- 
centage based on the relationship of the 
complement of the accumulated reserve to 
the complement of the “normal” reserve. 
Taxpayers, and more recently the Treas- 
ury, have been employing these curves to 
determine the reasonableness of composite 
depreciation rates. The fundamental fallacy 
of these procedures lies in the fact that 
although a taxpayer’s depreciation rate is 
an individual matter, it is subordinated to 
that of the group of depreciable assets, 
which may be alien in nature to its own 
and even ‘to those of its own industry. Besides, 
adequate historical records of acquisitions, 
retirements, disposals and salvages of assets 
are not always maintained by taxpayers. 
Or where a taxpayer’s business history is 
brief, though its plant and equipment 
records, for example, are complete, it is 
difficult to select for it an appropriate sur- 
vivor group curve. However, as_ with 
human beings, the mortality characteristics 
of industrial equipment follow a definite pat- 
tern, which can be expressed in a survivor 
curve. Since all curves originate in a com- 
mon point, any error in the selection of a 
particular curve is negligible during the 
early years. Later, when the error becomes 
more apparent, it can be corrected by the 
substitution of a more appropriate curve. 


Investments in Plant and Equipment 


Currently major corporate financial re- 
quirements for new plant and equipment, 
increases in inventories and the like are met 
primarily out of undistributed net earnings 
and secondarily out of depreciation allow- 
ances. New security issues least satisfy 
this need. In 1947, of the $16 billion in- 
vested in corporate plant and equipment 
outlays, only $4.5 billion originated in de- 


13 Bulletins 103, 125, 155. 

14 Midyear Economic Report of the President, 
July, 1948, p. 11, predicated on Department of 
Commerce statistics. 

6 J. H. Landman, ‘‘Concepts of Section 102,’’ 
TAXES—The Tax Magazine, January, 1948, pp. 
19-29. 


Depreciation Problem 
















































preciation reserves. In 1946, of the $12 
billon invested in plant and equipment out- 
lays, only $4.1 billion so originated.“ If 
corporations are to replace depreciable 
assets at current inflated prices, as they 
must do to stay in business, they must float 
new securities, a difficult and costly under- 
taking, or continue to plough back earnings 
after taxes to compensate for inadequate 
depreciation allowances. The smaller firms 
particularly must accumulate earnings and 
depreciation reserves for this purpose 
because they cannot readily attract new 
capital or obtain loans.” 

Our industrial plant and equipment out- 
lays have already assumed enormous pro- 
portions. A decade and a half of subnormal 
business expansion during the depression 
and war, together with the current domestic 
and foreign demands for our manufactured 
goods, is responsible for this heavy postwar 
business investment. No small part therein 
was played by the emphasis on cost reduc- 
tion and the substitution of new products 
and techniques for old ones, which were 
caused by the fact that-national employment 
and productive capacity had reached maxi- 
mum levels. The accompanying tables pre- 
sent the histories of new dollar capital 
investments in plant and equipment, and the 
percentages of new plant and equipment out- 
lays to gross national product. Despite 
their magnitude, the current plant and 
equipment outlays are inadequate. 


Business Expenditures for New Plant 
and Equipment, 1929-1948 


(Millions of Dollars) 


a 
eo 
ee 
1932 . ee 
rrr 
1934... ... 3 
eee 3,738 
1936 . eee 5,077 
.. 24ers 6,730 
1938 .. cae Se 
|. ere és oe 
ae 6,490 
a . 8,190 
a, See . 6,110 
1943 -.». © 
1944 7 5,210 
1945 6,630 
1946 12,040 
|. | 16,180 
1948 ere 18,630 


Source: Midyear Economic Report of the 
President, July, 1948, p. 90, predicated on Secu- 
rities and Exchange Commission and Department 
of Commerce statistics. 
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Private Outlays for New Nonfarm Plant and Equipment 
as Percentage of Gross National Product 





Percentage of Gross National Product 


Total Plant New Durable 
and Equipment Construction Equipment 
1919-29 average ... 7.9 3.0 4.9 
eae 9.2 3 | 
1930-39 average .. 5.7 3.5 4.2 
1933 Phan: 3.9 1.0 2.9 
1940-45 average 3.8 8 3.0 
1946 73 2.0 55 
1947 8.8 2.0 6.8 
1948 Ist half... 9.0 2.0 7.0 


~ Source: Midyear Economic Report of the President, July, 1948, p. 11, predicated on Department 


of Commerce statistics. 


Accounting and High Prices 


Business entreated the accounting profes- 
sion to revise its time-honored allowances 
for depreciation on cost. After a thorough 
study of the question, accountants declined 
to do so for 1947, and recently continued 
this policy for 1948. The profession takes 
the position that the problem of high prices 
is a financial one, and that even if it is not 
altogether so, the period of “present con- 
ditions” is not the proper time to make a 
change in reporting.“ Such a change, ac- 
countants believe, would confuse readers of 
financial statements and nullify many of the 
gains which have been made toward clearer 
representation of corporate finances. The 
profession does, however, hold that it is 
entirely satisfactory for management to 
make annual appropriations of net income 
or surplus in contemplation of the acquisi- 
tion of facilities at higher price levels. 

Though this advice is not intended to 
be facetious, it affords business little 
comfort. The dissenting accountants ad- 
vise the adoption of an appropriate annual 
index factor, such as the one for wholesale 
commodity prices, construction costs or cost 
of living, to convert cost depreciation to 
value depreciation, provided the financial 
statement reflects this item in dollars of 
original and also of current purchasing 
power, to enable the public, investors, labor 
and management readily to discern the con- 
sequential difference in incomes. 

Despite the strictures of the accounting 
profession, a few bold companies deviated 
and espoused value depreciation. Some 
charged off the excessive construction and 
acquisition costs as current losses. Others 
augmented their over-all depreciation allow- 
ances to reflect, at least in part, the in- 
~ 16 Depreciation and High Costs, Accounting 
Research Bulletin No. 33 of the American In- 


stitute of Accountants (December, 1947). Its 
Committee on Accounting Procedure reiterated 
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creased dollar value of the services of 
depreciable assets acquired in former dollars 
of much higher purchasing power. Others 
increased the depreciation rates of their 
newly acquired assets in order to spread 
their high dollar costs over the current and 
near-future years of forecasted high in- 
comes. Still others wrote up all their capital 
assets and simultaneously advanced their 
depreciation allowances proportionately. 
Some of these arbitrary, management- 
dictated adjustments embraced inventory 
valuations and other items, as well as plant 
and equipment. Most of these extra deduc- 
tions were properly made in the profit-and- 
loss statement after operating income had 
been arrived at, but some were effected 
before operating income had been computed. 

The accounting profession did not con- 
done the conduct of the recalcitrants. The 
audit reports of these companies publicize 
the fact that their depreciation and, where 
applicable, other deductions are greater than 
those allowed under conventional principles 
of accounting, and that their reported in- 
comes are therefore less than they would be 
otherwise. 

It is significant that the behavior of this 
minority was not motivated at this time by 
tax economy. It was well aware of the 
fact that the taxing authorities would not 
allow this extra deduction. It was actuated 
instead by a desire to avoid overstating 
profits, as well as to ease the predicament 
of having insufficient funds to reacquire de- 
preciable assets. Its hope is that it will ulti- 
mately be accorded tax relief on this account. 

One wonders whether management’s cur- 
rent protests against the orthodoxy of the 
accounting profession in its attitude toward 
cost depreciation is not a misdirected attack 
against the current high prices in which we 
this position, with minor changes, on October 


14, 1948, with four dissenting votes voiced by 
Messrs. Broad, Paton, Peloubet and Wellington. 
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are all enmeshed. Accountancy cannot undo 
the economic disruption engendered by the 
postwar inflation, which is already being 
corrected. It can, in several ways, take 
cognizance of the undervalued dollars in 
its publicized reports on such items as in- 
ventory and the present critical problem of 
determining proper depreciation. But its 
endorsement of value depreciation in itself 
will held little to restore or encourage the 
return of economic normalcy. 


There are three major areas where past 
figures distort a current profit-and-loss 
statement—inventories, fixed assets and de- 
ferred charges such as term insurance 
premiums and long-term rentals. Deferred 
charges do not loom large in most financial 
statements, and therefore could not give rise 
to much current illusory profits. To the 
extent that inventories play a part in opera- 
tions, the misstatement in income is 
remedied by those who have abandoned 
Firo (first-in-first-out) and have instead 
elected the Liro method (last-in-first-out) 
of inventorying, which enables the match- 
ing not of prior but of current inventory 
costs with current revenues. 


Some thinkers would like to apply the 
Liro principle to depreciable assets. Un- 
fortunately, the same technique cannot be 
applied. These persons advocate a depre- 
ciation deduction on fixed assets to be ac- 
quired in the future at advanced prices, 
whereas Liro inventorying is predicated on 
the expensing of already acquired goods at 
the latest, and not the earliest, prices for 
profit-and-loss purposes. Some have whim- 
sically named this Liro application to de- 
preciation the NiFo, or “next-in-first-out” 
method, an unfortunate term borrowed from 
the inventory field. 


Arbitrary write-ups of assets and depre- 
ciation are not novel. Time cannot have 
dimmed management’s memory of this fact. 
The accounting profession countenanced the 
write-up of assets and depreciation in the 
inflationary period of the 1920’s and their 
write-downs, with equal agility and dis- 
credit, in the depression years of the 1930's. 
Fixed assets were written up in Austria 
between 1922 and 1924, in Germany in 1924, 
in France in 1945 and in Italy in 1946, with 
no better success in correcting the evils of 
monetary inflation. 


Value Depreciation 


Value depreciation is not a new concept. 
It is the accepted procedure for valuation 
in insurance and in real estate. Some 
thinkers have been advocating value de- 
preciation to resolve the present problem of 


Depreciation Problem 





the high cost of depreciable plant and equip- 
ment. They argue that the total charges 
over the service life of a depreciable asset 
should represent the cost of the asset, not 
in original dollars, but in dollars of equiva- 
lent purchasing power. Since, they say, it 
would be impractical to make adjustments 
each year for variances in the price levels 
of the replacements and betterments, though 
this is theoretically sound, they would make 
instead periodic adjustments to the service 
values of such assets where the purchasing 
power of the dollar varied perceptibly over 
the years. 

They urge a corrective for the purchasing 
power of the dollar apart from the question 
of the propriety of depreciation rates. A 
distinction is made between these two 
problems. They do envisage balance-sheet 
write-ups of assets in inflated dollars, but 
do not insist upon such practice. 

They seek to achieve their immediate ob- 
jective by having gross plant accounts and 
accumulated depreciation reserves written 
up by the same price index factor, while 
depreciation percentages would remain un- 
changed. In the alternative, the suggestion 
is made that annual surcharges over and 
above depreciation be effected, with the 
latter going into depreciation reserves and 
the former into capital surplus without ad- 
justments of plant accounts. In the light 
of the degree of our current national infla- 
tion, they propose a currently conservative 
one-shot increase of fifty per cent in depre- 
ciation charges to correct the costing and 
pricing of goods and the reporting of in- 
come, even if the federal government does 
not grant tax deductions for it. 


These proponents agree with the present 
attitude of the accounting profession that 
depreciation is really an operating expense, 
but differ with it gravely when they advo- 
cate value rather than cost depreciation.” 
The serious defect in this value depreciation 
solution is that the aggregate dollar amount 
deducted over the useful life of an asset 
may be more or less than the original in- 
vestment therein, depending on whether it 
was acquired in a year of deflation or of 
inflation. 


National Problem 


The new depreciation problem is not the 
exclusive concern of management. It is 
high time that the public and government 


17 A chief sponsor of this school of purchasing- 
power depreciation is George Terborgh, the 
author of Depreciation Policy and the Postwar 
Price Level (Machinery and Allied Products 
Institute, 1947). 
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become conscious of the fact that this 
problem goes to the very core of our eco- 
nomic life and is a determinant of our na- 
tional destiny. We had been in the throes 
of an ominous inflationary spiral. Output 
in many fields lagged behind demand. The 
latter was stimulated by increased currency, 
extended bank and installment credit, lower 
withholding taxes, increased wages, gov- 
ernment spending, growing exports and re- 
newed defense costs. Production had almost 
reached maximum capacity with available 
facilities and,materials. 


The economic tide has changed. We are 
now undergoing deflation or disinflation. 
We must increase the demand for goods. 
This should be achieved by increasing pur- 
chasing power and reducing prices. The 
making of new plant and equipment should 
tend to increase employment and earnings, 
and the use of new and more efficient ma- 
chinery should reduce the costing and pric- 
ing of commodities. We need increased 
efficiency and improved technology. 


The attainment of this objective can be 
aided by a more liberal federal depreciation 
policy, so that the taxpayer can more 
realistically amortize his assets over their 
useful lives, and so that he will be en- 
couraged to replace his worn-out and obso- 
lete equipment with more efficient machines 
even though prices are relatively high. 


This proposed liberal federal deprecia- 
tion program should also embrace a less 
conservative attitude toward extraordinary 
or special obsolescence. Though our cur- 
rent depreciation rates are intended to pro- 
vide for normal obsolescence, they do not 
contemplate or include the extraordinary 
variety. This occurs when property is af- 
fected by revolutionary inventions, abnormal 
growth or development, radical economic 
changes or other factors which may force 
the retirement or other disposition of prop- 
erty at a date prior to the end of its normal 
useful life. Deductions for extraordinary 
obsolescence in addition to ordinary depre- 
ciation may be taken, taxwise, for the 
period commencing when such obsolescence 
becomes apparent and ending when the ma- 
chine becomes obsolete. These deductions 
are allowed for tax purposes, however, only 
when the depreciation rate is predicated on 
the longest and not the average estimated 
useful life of the asset or group of assets. 


The acquisition of up-to-date plant and 
equipment must be accelerated to defeat de- 
flation at home, and also to rehabilitate 
more rapidly the decimated populations of 
the war-ridden foreign lands. This entails 
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equipping these nations with the most effi- 
cient new plant and machinery from our 
own factories. Once these countries abroad 
are technologically revived, they can domi- 
nate the world markets because of this 
superior equipment, and because of cheaper 
labor and raw material costs. Management 
in the United States, by contrast, will still 
be handicapped by comparatively obsolete 
plant and equipment, despite the accelerated 
acquisitions since 1946, which it will not be 
financially able to replace with the same 
efficient mechanism because of the lack of 
available funds and/or the amount of the 
abandonment loss, not to speak of more 
expensive labor and materials. 


We must be economically wary and 
vigilant. Extraordinary obsolescence has 
been a contributing factor in the wars of 
modern times. The Industrial Revolution 
in England in the eighteenth century made 
that country the machine shop of the world. 
The Civil War marks the birth of the great 
economic era in our own nation. Both 
countries proceeded to industrialize Ger- 
many after her geographic and _ political 
unification in 1871 at the close of the 
Franco-Prussian War, as part of an inno- 
cent program of business expansion. This 
program was accomplished so rapidly that 
her economic challenge played its part in 
causing World War I in 1914. 


Within twenty-five years, World War 
II broke out, with national industrial rival- 
ries once again providing a major cause for 
world carnage and destruction. England 
and the United States had restored defeated 
Germany to her former industrial rank. All 
three countries had helped to industrialize 
Japan and Russia, particularly after their 
war in 1905, with the consequence that by 
1939 all these countries were vying with 
one another for supremacy in world trade 
and markets. 


Economically, we have won World War 
II. All our competitors are suffering in 
various degrees from economic decadence 
or ruin. Morality and humanitarianism dic- 
tate that we aid them and revive them eco- 
nomically. That we must do. Yet the process 
means our own undoing unless we exercise 
proper economic foresight. The plant and 
equipment that we sell or give them will be 
more productive and efficient than our own 
competing operating organizations. We will 
be exporting the most efficient and produc- 
tive machines that our factories can turn 
out. We, on the other hard, will compete 
encumbered with higher material and labor 
costs and with less efficient and more obso- 
lete machinery. We will be handicapped 
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until we have at least depreciated much of 
our own plant and equipment investment 
and until our companies have the available 
supplementary funds, from retained earn- 
ings, depreciation allowances and _ public 
money, with which to acquire this more 
efficient mechanism, The replacements since 
1946 have hardly begun to modernize our 
national equipment. 

In a sense, our competitors will start 
economically where we left off. They can 
be reindustrialized in one or more years. 





We cannot revitalize our technological 
organization as rapidly under our present 
national tax and financial structure. We 
must allow our magnanimity to boomerang 
with an economic vengeance. The 1948 in- 
dustrial production of Belgium, Bulgaria, 
Czechoslovakia, Denmark, France, Ireland, 
the Netherlands, Norway, Poland, Sweden, 
the United Kingdom and Soviet Russia 
already exceeds that of the last pre-war 
year, 1938, according to the latest United 
Nations reports. 


Level of Industrial Production 


(1938 = 100) 
(Provisional) 

Country 1946 1947 1948 
PRMMMNT ek mcs, ree ahs See tT oe cE 40 48 74 
PUNT oA 5. 3, Gace © Seal nyse ieee Rane eeepc bra ee 89 106 115 
ME ig. oo os ice S'S pS Beane eresine She MR ERO 122 145 170 
FRE ORIOUON A oie sce oe don dais, rane ARSE 87 102 
OL Se ae PR ere meeere eeay birth een ae . 1 116 130° 
Prance .... Cera Ler es a ON Teh Ee 79 95 108 
Germany CU. KU. S: Zone). cx... do sewn ewe’ 29 34 51 
a ro’ WC hace es Mere DERE hoot nei 56 rh 77 
MR ooo 65 5 alls cde ss aes hav Aeon eee 116 137 
nt cS. a ict cata keh y de case Pao Ne 61 81 87 
LE eee Cie ee en ree Arse, 74 94 112 
ROMO fo Sec accss, 8la a5 gs eo Ren ste em or sane AE 94 108 118 
ere ae nea NR St COR 79 104 133 
Sweden ... SAT an St eT ee 136 138 143 
MEECCE OPOE gg 6.55. oc i d's Bulls ies sabno nln eineeesel ne 100 108 121 
a OR en 8 ipo fat len ay ea here anal aera 76 93 118 


Source: Hconomy Survey of Europe in 1948, Publishet by the United Nations, Department 
of Economic Affairs, prepared by the Research and Planning Division of the Economic Commission 


for Europe, Geneva, 1949, Table I p. 4. 


New Depreciation Policy 


We have diagnosed our national depre- 
ciation disease. We now betake ourselves 
to its therapeutics. It is proposed to pre- 
sent a program which would permit greater 
annual depreciation allowances in appro- 
priate situations, attract capital for invest- 
ment, encourage more efficient mechanical 
productivity, defeat deflation by increasing 
earnings and demand, enhance our national 
income, preserve our primacy in interna- 
tional trade and increase the number and size 
of our taxpayers. This is proposed modestly 
as a palliative rather than as a panacea. 

(1) If we conceive of depreciation as the 
amortization of consumable capital assets, 
we ought to allow our trade associations 
to determine the average useful lives of the 
various deteriorating fixed assets as items, 
groups and plant, based on experience re- 
ported by their members and reviewed by 
the Treasury for incorporation in its Bul- 
letin “F” to be revised frequently. 


Depreciation Problem 





The trade associations of the various in- 
dustries could play more important roles 
than they now do in compiling this basic 
data. Such information would be helpful 
in correcting outdated and fallacious depre- 
ciation standards, and in establishing new 
norms which might be employed by individual 
taxpayers to compute their depreciation rates 
in the light of their own experiences. In 
addition, the prevailing industry methods of 
computing depreciation should be publicized. 


The Treasury should respect the taxpay- 
er’s discretion in selecting average lives of 
properties, as it did prior to the year 1934, 
with the added binding election of a twenty- 
five per cent margin above or below it,* 
and in adopting an industry-approved method 
of computing depreciation. Should a tax- 
payer seek a higher depreciation rate or a 
different method of computing it, the justi- 
fication should rest on the taxpayer. 


138 This is the current recommendation of the 
American Institute of Accountants. 
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(2) At present, in deficit years deprecia- 
tion deductions may not ordinarily result 
in tax benefits. The law requires that depre- 
ciation should be the amount allowed by the 
Treasury but not less than the amount al- 
lowable. If the claimed deductions are not 
disputed by the Treasury, they are allowed. 
The United States Supreme Court upheld 
the Treasury in its argument that deprecia- 
tion must be deducted when claimed and 
not disallowed, even though these deduc- 
tions do not reduce taxable income, and this 
is the situation which would occur in loss 
years.” Taxpayers, therefore, must deduct 
the allowable amount of depreciation as a 
minimum.” 

Of course, though depreciation allowances 
may not result in corresponding tax deduc- 
tions in deficit years, this tax disadvantage 
can be minimized. The net operating losses 
of such years are increased to the extent 
of their depreciation allowances, which re- 
flect themselves in correspondingly larger 
carry-back and carry-over tax refunds when 
these losses are applied to the reportable 
incomes of the previous two and succeeding 
two years. 

This partial corrective should be replaced 
by a depreciation allowance carry-back and 
carry-over. 


(3) With the turn of the century, the 
United States frontier disappeared. With it, 
vanished the opportunities of making profits 
out of the only too wasteful exploitation of 
our natural resources, Nevertheless, we 
continue to deplete our metals, minerals and 
soil in a fashion but little more prudent, de- 
spite the warnings of the conservationists 
that such a national policy is imminently 
catastrophic. Our new frontier is technology 
and science. It needs exploitation if we are 
to be a match for the nations rising out of 
the ruins of the war with vast, hardly tapped 
natural resources, a cheap labor supply and 
our most advanced and efficient new ma- 
chines, which we will unselfishly and gen- 
erously deliver to them by sale or gift. 


It is 


legislation be 
enacted to make all technological and sci- 
entific research costs fully deductible in the 
year expended whether or not the results 
of these expenditures are successful, and 
whether they were expended to create new 


proposed that tax 


or to perfect old products. In conjunction 
with this tax treatment of technological and 
scientific research expenditures, basic farm- 
ing development costs, such as for preventing 
soil erosion, clearing forest lands, prevent- 
ing floods and draining swamps, should also 


19 Virginian Hotel Corporation v. Helvering, 
supra, footnote 10. 
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be fully deductible. Such a program would 
round out our present policy of permitting 
taxpayers the option of fully deducting in 
the years in which they are incurred intan- 
gible oil and gas drilling and development 
costs, instead of capitalizing them subject 
to depreciation or depletion. 


(4) Finally, we have established that for 
tax and accounting purposes depreciation 
remains an allocable deferred charge of the 
original cost of deteriorating capital assets 
against current and prospective operations 
without the prerequisites of recovery and 
replacement. 


It is proposed as a national policy, because 
of our domestic and impending international 
depreciation and obsolescence predicaments, 
that conducive legislation be enacted to al- 
low taxpayers the election of a conditional 
tax deduction for funds set aside for plant 
and equipment betterments and expansion 
to replace those worn-out and obsolete. The 
purpose of this proposal is to defeat infla- 
tion at home and to preserve a competitive 
position for ourselves in international trade. 
Its justification in principle lies in Section 
112 (f) of the Internal Revenue Code, which 
provides for deductible losses when property 
is involuntarily destroyed by fire or storm. 
By the same token, property confiscated by 
economic forces beyond the control of the 
individual taxpayer, such as advanced cur- 
rent replacement price levels, should give 
rise to tax deductions. 


This additional deduction is conceived as 
a conditional emergency depreciation sur- 
charge rate up to a suggested maximum of 
three percent, in addition to the deprecia- 
tion rate based on cost. These depreciation 
surcharges are expected to be invested in 
especially issued 1.5 per cent interest-bear- 
ing, nonnegotiable government bonds, so that 
they will not be dissipated in the distribu- 
tion of dividends or in the performance of 
business operations. They are intended to 
be readily available on demand for the ac- 
quisition of prescribed new assets. 


Incidentally, the government will thus 
have a source of money at low interest rates 
to implement its defense policy at home and 
its humanitarian program abroad, without 
the bonds’ being sufficiently attractive to be 
purchased solely as a permanent investment. 
They should be callable and replaceable, so 
that the government may increase or de- 
crease their interest-bearing rates, to the end 
that they will militate against inflation or 
deflation by encouraging the simultaneous 


2 Carter Lumber Company v. Commissioner 
[44-2 ustc § 9374], 143 F. (2d) 296 (CCA-5, 1944). 
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increase or decrease in interest charges on 
commercial bank loans to industry at large. 


It is contemplated that these depreciation 
surcharge deductions will become perma- 
nent if they are matched annually by at least 
an equal amount of earned surplus derived 
from all operations, including depreciation 
after taxes (before the special tax deduction 
is taken), for the acquisition of plant and 
equipment, provided they are acquired within 
a period of three years. Where this special 
funded reserve in government bonds is not 
expended within this time, the conditional 
tax deduction will be disallowed and the 
taxpayer’s liability will be restored to what 
it would have been if it had not elected the 
tentative deduction with no other adjust- 
ment in reportable income. For the usual 
accrual basis taxpayer, these sums are to be 
treated as deductions when accrued and not 
when spent, unless both occur in the same 
year. The proposed government assistance 
through tax allowances will be applicable 
exclusively to plant and equipment. This is 
where the problems of price levels and pro- 
ductivity have became most critical for both 
taxpayers and the nation. 


If the accrued or actual investments in 
new plant and equipment, depending on 
whether the taxpayer is on the accrual or 
cash basis, do not equal the aggregate of 


21 A comparable plan for tax-free replacement 
reserves can be found in Lewis H. Kimmel, 


both the retained surplus and the special 
funds for the preceding overlapping three- 
year period, these capital expenditures will 
be prorated in accordance with the com- 
parative amounts of the special funds, the ex- 
penditures to be applied first to earned surplus. 


Where the actual investments in the new 
depreciable plant and equipment have been 
incurred or paid, net operating loss carry- 
backs and carry-overs to the possible pre- 
vious two and succeeding two years will 
take cognizance of the reduced taxes ac- 
crued or paid because of the use of the 
proceeds of the liquidated special govern- 
ment bonds. 

On the other hand, if the tax deduction 
for the new plant and equipment fund is still 
temporary because of the failure to incur 
or make the investment within the pre- 
scribed three year period, in applying net 
operating loss carry-backs and carry-overs, 
these conditional tax deductions are to be 
treated as not having been allowed. The 
proposed conducive legislation for new 
plant and equipment would then be applica- 
ble to the surviving special funds. 


Once the proposed legislation becomes 
law, members of the accounting profession 
will, of course, recognize it and reflect it 
where it applies in the financial statements 
of their clients.” [The End] 


Depreciation Policy and Postwar Expansion 
(Brookings Institution, 1946). 
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1949 CHANGE IN THE MICHIGAN USE TAX LAW 


| A recent amendment to the Michigan sales and use tax law (Acts 272 and 273, 


Laws 1949) may well have far-reaching effects on foreign corporations selling 
goods in Michigan. These amendments broadened the definition of a “sale at 


retail” to mean “any transaction by which is transferred for consideration any 


of the incidents of ownership of tangible personal property.” The Michigan 
Department of Revenue construes this amendment as extending the term to 
include transfers of “possession” as well as of “title.” 


Such a construction of the new wording, if adopted, will have the effect 


of overcoming the reasoning applied by the Michigan Supreme Court in cases 
decided in 1936 and in 1941. They were J. B. Simpson, Inc. v. O’Hara et al., 


| CCH MicwicaAn TAx Reports § 60-018.18, 277 Mich. 55, and J. B. Simpson v. 
Gundry, CCH MicnicAn Tax Reports § 60-251.01, 297 Mich. 403. In those 


cases the sales tax law, which defined a “sale at retail” as “any transaction by 
which is transferred for consideration the ownership of tangible personal prop- 


erty,” was construed as requiring that title must pass to the buyer in Michigan 


to make a sale from an out-of-state source taxable under the Michigan sales 


| tax law. 


| If the position of the Michigan Department of Revenue is adopted by the 
courts, the state will have adopted the general rule in such cases, and out-of- 


the state. 





Depreciation Problem 


state shippers will be required to collect the Michigan use tax on shipments into 


1949—X 
Old Colony Trust Company 


Economic Benefit and the 
Income Tax 


Tax Ciassics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 


oH E PAYS the whole, and* yet I am not 
= free.” * Shakespeare was thinking of 
the split personality of a lovesick introvert 
(himself), but the same observation is true 
with reference to personal income tax lia- 
bility. Many a man has thought that if only 
he could get someone to pay his taxes for 


him, he’d be all right. Such a one was 
William M. Wood. 


Mr. Wood, a resident of Massachusetts, 


was a person of substance—the sort Long- 


fellow had in mind when he wrote: 
“A solid man of Boston. 


A comfortable man, with dividends .. .”? 
His personal surtax bracket was such that 
employment had to be made attractive to 
him by some realistic, if unorthodox, means. 
On August 3, 1916, the board of directors of 
his employer, the American Woolen Com- 
pany, “VOTED, That this Company pay 
any and all income taxes, State and Federal, 
that may hereafter become due and payable 
upon the salaries of all the officers of the 
Company .. . to the end that said persons 
and officers shall receive their salaries or 
other compensation in full without deduc- 
tion on account of income taxes, State or 
Federal, which taxes are to be paid out of 
the treasury of this Corporation.” 


In 1918, the gifted Mr. Wood received 
$978,725 as salary and commissions; in 1919, 
$548,132.87. For 1918, the company paid his 
personal income taxes of $681,169.88 on that 
figure; for 1919, $351,179.27, the amounts 
being cleared into corporate profit and loss 
as “general expense.” 


“That’s a good taxable form of compensa- 
tion,” said the Commissioner. 

“Why don’t you read the agreement?” 
countered. the executors for the late Mr. 


Wood, who meanwhile had died from a self- 
inflicted wound. 


1 Sonnets, CXXXIV. 
2 The New England Tragedies (Ticknor and 
Fields, 1868), p. 64. 
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On June 3, 1929, Mr. Chief Justice Taft 
read the opinion of the Supreme Court: * 


“Coming now to the merits of this case, 
we think the question presented is whether 
a taxpayer having induced a third person 
to pay his income tax or having acquiesced 
in such payment as made in discharge of an 
obligation to him may avoid the making of 
a return thereof and the payment of a cor- 
responding tax. We think he may not do so. 
The payment of the tax by the employers 
was in consideration of the services rendered 
by the employee and was a gain derived 
by the employee from his labor. The form 
of the payment is expressly declared to 
make no difference. It is therefore 
immaterial that the taxes were actually paid 
by the employer and that the employee en- 
tered upon his duties in the years in ques- 
tion under the express agreement that his 
income taxes would be paid by his employer. 
This is evidenced by the terms of the reso- 
lution passed August 3, 1916. mpre than one 
year prior to the year in which the taxes 
were imposed. The taxes were paid upon a 
valuable consideration, namely, the services 
rendered by the employee and as part of the 
compensation therefor. We think therefore 
that the payment constituted income to the 
employee. 


“Nor can it be argued that the payment of 
the tax ... was a gift. The payment for 
services, even though entirely voluntary, was 
nevertheless compensation within the stat- 
ute. 


“Tt is next argued against the payment 
of this tax that if these payments by the 
employer constitute income to the employee, 
the employer will be called upon to pay the 
tax imposed upon this additional income, 
and that the payment of the additional tax 
will create further income which will in turn 
be subject to tax, with the result that there 


30ld Colony Trust Company et al. v. Com- 
missioner [1 ustc { 408], 279 U. S. 716. 
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would be a tax upon a tax. This it is urged 
is the result of the Government’s theory, 
when carried to its logical conclusion, and 
results in an absurdity which Congress could 
not have contemplated. 

“In the first place, no attempt has been 
made by the Treasury to collect further taxes, 
upon the theory that the payment of the 
additional taxes creates further income, and 
the question of a tax upon a tax was not 
before the Circuit Court of Appeals and has 
not been certified to this Court. We can 
settle questions of that sort when an attempt 
to impose a tax upon a tax is undertaken 
but not now. It is not, therefore, nec- 
essary to answer the argument based upon 
an algebraic formula to reach the amount 
of taxes due. The question in this case is, 
‘Did the payment by the employer of the 
income taxes assessable against the employee 
constitute additional taxable income to such 
employee?’ The answer must be ‘Yes.’” 


UT it was the Commissioner who actu- 

ally tried to employ ‘an algebraic for- 
mula.” A French actor known as Fer- 
nand Gravet was imported by Loew’s for 
the movie The Great Waltz, the employer 
agreeing to pay $6,000 per week and all 
United States taxes on that figure. The 
Commissioner sought to tax the actor (who 
was on a Cash basis) on income representing 
this assumption of taxes (which had not 
been paid at the close of the taxable period), 
but the court disagreed: “Since it is stipu- 
lated that [his] income is on a cash basis, 
a mere promise to pay, that is a mere chose 
in action, is not cash received. It may 
be pertinent to point out, in view of the sug- 
gestions at the hearing of tax evasion by 
[the actor], that the Collector’s pyramidal 
grasping of Loew’s possible future payments 
to bring them into the huge tax payments of 
[the actor’s] large earning period, is by an 
algebraic formula unwarranted even if his 
income had been on an accrual basis.” * 


A corporation paid the income taxes of 
its officers and disallowed to itself the pay- 
ments as nondeductible gifts. The court 
cited the Old Colony case: “The difference 
in that case and this grows solely out of 
the fact that there the agreement on the 
part of the company to pay the tax was made 
at the beginning of the year and before the 





*Rogan v. Mertens et al. [46-1 ustc { 9173], 
153 F. (2d) 737 (CCA-9, 1946). Earlier it had 
been reported that ‘‘Toscanini will receive 
$40,000 plus his passage and U. S. income 
taxes.’’ Time, October 18, 1937, p. 53. But the 
maestro’s taxes were not paid for him; an 
algebraic formula was used to produce that 
figure which, after Toscanini had paid his own 
taxes, would leave him $40,000. 


Tax Classics 








services were rendered by the employee, 
whereas here the agreement to reimburse 
the employee on account of the payment by 
him of the taxes on his salary was after the 
expiration of the year in which services were 
rendered, and, as it is claimed, after the com- 
pany had fully discharged its obligations to 
him in the matter of salary or compensation. 

If it was not made in recognition of 
services rendered, it was a misapplication of 
corporate funds, for obviously the corpora- 
tion had no interest in giving away the cor- 
porate assets. ... It is not enough, we think, 
that the corporation was under no legal duty 
to make the payment a gift, and this has 
been decided many times. Even if it was 
entirely voluntary, if it was made for services 
rendered it was nevertheless compensation 
under the statute. Old Colony Trust Com- 
pany v. Commissioner.” * 


WILL provided that the testator’s wife 

-should be paid half of the income of a 
trust then created, which payments were “to 
be made free from any and all tax or charge 
whatsoever which if any shall be borne and 
paid from and out of my general estate.” 
The trust paid federal income tax on moneys 
thus turned over to the wife, which amounts 
the Commissioner included in her gross in- 
come. The Board of Tax Appeals agreed, 
citing the Old Colony case: “In the proceed- 
ings at bar we do not have precisely the 
same situation ... but it is plain that the 
principle invoked by the courts .. . is 
equally applicable here.” ° 


Where an employer absorbs employee 
taxes instead of withholding them from com- 
pensation, the employee is deemed to have 
received additional income to the extent of 
the taxes not withheld. “It is held that the 
payment by the employer of the employees’ 
tax imposed by Section 801 of the Social 
Security Act without deduction thereof from 
the employee’s wages results in additional 
compensation to the employee for Federal 
income tax purposes. (See generally Old 
Colony Trust Company v. Commissioner.)” * 
Similar rulings have covered withholding 
under the Carriers Taxing Act of 1935,° the 
federal income tax ® and the Philadelphia in- 
come tax.” 





5 Levey v. Helvering [3 ustc J 1189], 68 F. (2d) 
401 (CA of DC, 1933). 

6 Estate of Kate A. Johnson [CCH Dec. 8768], 
31 BTA 526 (1934). 

7I. T. 3154, 1938-1 CB 113 [1938 CCH ‘{ 6074]. 

8 I. T. 3098, 1937-2 CB 57 [1937 CCH ‘ 6447]. 

® Letter from Acting Deputy Commissioner 
Sherwood to Collector of Internal Revenue, St. 
Paul, January 4, 1944 [1944 CCH { 6104]. 
1 T, T. 3382, 1940-1 CB 12 [1940 CCH { 6302]. 
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rTF.AX COUNSEL made a mistake on a 
- client’s return, which resulted in a defi- 
ciency. The counsel gave his client the exact 
sum that the error had caused. The Com- 
missioner sought to tax this as income to the 
client, on the ground that “this amount con- 
stituted taxes paid for petitioner by a third 
party and that, consequently, petitioner was 
in receipt of income to that extent. 
Old Colony Trust Company v. Commissioner 
... [is] cited as authority for his position. 
Petitioner, on the contrary, contends that 
this payment constituted compensation for 
damages or loss caused by the error of tax 
counsel, and that he therefore realized no 
income from its receipt. ... We agree with 
petitioner. . . . Petitioner’s taxes were not 
paid for him by any person—as rental, com- 
pensation for services, or otherwise. He 
paid his own taxes”.™ To err is human; to 
reimburse is nontaxable. 


Other forms of reimbursement have been 
similarly treated. Thus, Radio Corporation 
of America “requested” its vice-president of 
research to move nearer the laboratories and 
agreed to reimburse him for any loss re- 
sulting from the sale of his home. The com- 
pany made up for the loss that resulted. 
The Commissioner assessed tax on this pay- 
ment, as “the situation in which petitioner 
finds himself here is not unlike that existing 
in Old Colony Trust Company v. Commis- 
stoner... . We do not think the fact situa- 
tion [there]... is comparable with the fact 
situation in the instant proceeding, which 

is simply whether the payment from 
RCA was intended as compensation or as 
additional realization on the sale of peti- 
tioner’s house to insure petitioner against 
loss. We have found and we hold that it 
was the latter.” ” 


te THE DAY on which it decided the 
Old Colony Trust Company case, the 
Supreme Court was presented with a sub- 
stantially analogous situation, in which the 
lessee of railroad property had specifically 
agreed to pay taxes accruing to the govern- 
ment as part of the rental for the demised 
premises. “The merits of this case,” said 
the Chief Justice, “must be disposed of in 
accord with the rule in the Old Colony case 
just decided. Like that, it is one in which 
the lessee has paid to the Government the 
taxes due under the law from the lessor. 
The payment is made in accord with the 
contract of lease, and is merely a short cut 


1 Edward H. Clark [CCH Dec. 10,788], 40 
BTA 333 (1939). 


12 Otto S. Schairer [CCH Dec. 16,034], 9 TC 549 
(1947). 
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whereby that which the lessee specifically 
agreed to pay as part of the rental effects 
that payment by discharging the obligation 
of the lessor to pay the tax to the Govern- 
ment.” * 


Under similar facts, a lessor sought Sec- 
tion 722 relief from excess profits tax. The 
lessor had a huge additional rent income 
because of the lessee’s payment equivalent 
to the former’s excess profits taxes. But 
since “Payments of taxes assessed against 
the lessor and paid by the lessee have been 
includible in gross income for the purpose of 
computing the normal tax net income for 
many years prior to the periods here in- 
volved,” the court found no reason why 
“taxes of the lessor paid by the lessee should 
be regarded as an unusual, nonrecurring, or 
abnormal income item for the purpose of 
the excess profits tax.” ™ 


The fundamental principle has been ap- 
plied to a much broader base than the as- 
sumption of taxes; it has been applied to 
any economic benefit. Thus, in holding that 
stock options are taxable income if given as 
compensation for services, Mr. Chief Justice 
Stone declared: “Section 22 (a) of the Rev- 
enue Act is broad enough to include in 
taxable income any economic or financial 
benefit conferred on the employee as com- 
pensation, whatever the form or mode by 
which it is effected. See Old Colony Trust 
Company v. Commissioner.” Where an 
officer was taxed upon a percentage of cor- 
porate profits placed in a trust account for 
him, the court said: “The petitioner herein 
was the recipient .. . of an economic benefit 
just as much as was the taxpayer in Old 
Colony Trust Company v. Commissioner.” “ 


I AY an economic benefit be achieved by 


the payor? When the United Nations 
announced that its “international” employees 
would receive salaries net of taxes, many 
corporation executives considered a similar 
scheme: i. e., to have a specified employee 
take “a salary cut, with the stipulation that 
he is to be reimbursed by his company for 
his income tax. The employe loses none of 
his take-home pay, but the employer comes 
out ahead. The loser is the U. S. Treas- 
ury.”" Obviously the corporation’s pay- 


83 U, §, v. Boston & Maine Railroad [1 vustc 
¢ 407], 279 U. S. 732. 

14 Philadelphia, Germantown and Norristown 
Railroad Company [CCH Dec. 15,100], 6 TC 
789 (1946). 

6 Commissioner v. Smith, [45-1 ustc { 9187], 
324 U. S. 177 (1945). 

«J. H. McHwen [CCH Dec. 15,140], 6 TC 1018 
(1946). 


1% United States News, September 6, 1946, p. 61. 
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ment of the individual’s tax would be less 







than the corporation’s saving in salary. But 
some commentators had misgivings. “Gen- 
erally, if an employer in private business 
guaranties to his employe a net amount of 
income, there is a presumption that the em- 
ploye will be paid such an amount as will 
yield to him, after the payment of his full 
tax, the guaranteed amount of his salary. To 
use any other method is obviously a resort 
to tax avoidance.”* ‘Starting with the 
proposition that the employee receives ad- 
ditional income when the employer pays his 
tax, the pyramiding of tax on tax can be 
computed by the use of a mathematical 
formula.” And at least one state tax stat- 
ute makes it “unlawful for any person to 
agree or contract directly or indirectly to 


18 Godfrey Nelson, ‘‘World Bank Staff and 
Income Taxes,’’ New York Times, September 
8, 1946. 

17 Harold C. Wilkenfeld, ‘‘ ‘Net’ Salaries—A 
Poor Risk,’’ Taxes—The Tax Magazine, De- 
cember, 1946, p. 1150. But ‘‘whenever differing 
tax opinions between negotiating parties tend 
to deadlock a transaction, a tax-shifting cove- 
nant may resolve the difficulty.’’ Louis M. 
Brown, “Shifting the Burden of Income Taxes 





TRUST INCOME AND THE PAYMENT OF PREMIUMS— 
Continued from page 910 


bear the burden of any tax payable by any 
taxpayer under the provisions of this 
article.” * 


If the recipient of an economic benefit 
would avoid tax, he must see that the payor’s 
accounting treatment reflects the nontaxable 
character of the transaction. Where the 
payor had treated a questioned payment as 
additional comperisation, the court found 
against the beneficiary, as “book entries of 
the payor are evidence of his intent or mo- 
tive.”* As the unwittingly tax-conscious 
Shakespeare said: 


“O, let my books be then the eloquence 


And dumb presagers of my _ speaking 
breast . . ."" 


{The End] 


by Contract,’’ 96 University of Pennsylvania Law 
Review 822 (June, 1948). 

22 New York State Tax Law, Chapter 60, Ar- 
ticle 16, Section 385. And see Di Raimondo 
et al. v. Lembo et al., 295 N. Y. S. (2d) 906 
(1946). 

2 Willkie v. Commissioner [42-1 ustc { 9470], 
127 F. (2d) 953 (CCA-6, 1942). 

22 Sonnets, XXIII. 





ment of premiums on life insurance policies 
issued upon the life of the grantor, all of 
the income shall be taxable to the grantor. 


For some reason the Commissioner has 
never been able to get his contention before 
the Supreme Court. Burnet v. Wells and 
DuPont v. Commissioner, supra, are the 


only Supreme Court interpretations on the 


subject. Certainly neither of these cases 
excludes the possibility of taxing the gran- 
tor with all of the income of a trust any 
part of which “may be” applied to pay life 
insurance premiums upon his life. 


The membership of the Supreme Court 
has altered since those decisions were ren- 
dered. With the changing times and con- 
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ditions, the Court has shown a different 
attitude toward the taxation of trusts gen- 
erally. In view of the trend shown in the 
past ten years, at least, it seems that if a 
case should now come before it, the Court 
would be extremely likely to interpret the 
language of Section 167 (a) (3) literally 
and hold the grantor taxable upon all the 
income of a trust any part of which “may 
be” applied in payment of premiums on 
life insurance policies issued upon his life, 
whether he or the trustee bought the poli- 
cies, and whether or not the income was 
so used. Perhaps, after fifteen continuous 
years of battle, the Commissioner, bloody 
but unbowed, may before long make the 
grade. [The End] 
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Business and the Spiritual Values 


Day of Judgment. David Cushman Coyle. 
Harper and Brothers, 49 East 33rd Street, 
New York 16, New York. 1949. 212 pages. $3. 


“ 


you of little faith there- 
fore, do not be anxious saying: ‘what shall 
we eat?’ or ‘what shall we drink?’ or ‘what 
shall we put on?’ . . . for your Father 
knows that ye need all these things, but 
seek ye first the Kingdom of God and His 
justice and all these things shall be given 
you besides.” 


In reading Mr. Coyle’s interesting book, 
this reviewer is reminded of the above quota- 
tions from the Gospel according to St. 
Matthew. Parts of the book give the im- 
pression that this quotation is the book’s 
theme; however, we would not be surprised 
if the point was debated somewhat. The 
book is a warning about America’s future— 
about the future of her institutions, her big 
businesses, her big unions and her place in 
the world of nations. Just as the Gospel 
asks that our sights be focused upon a spiritual 
and more distant goal, the book preaches that 
concentration upon immediate materialistic 
benefits is national shortsightedness. 


“The dream of a business Utopia on earth 
is apt to take the form of a new Garden 
of Eden, where all the long and patient 
struggles of democratic peoples to learn 
decency, honor and good will are no more. 
There, perfect righteousness would prevail 
and all questions about right and wrong 
would be settled by the Politburo, which 
itself, by definition, must be right. No one 
would violate the true religion as set forth 
in the party line or would anyone criticize 
the righteousness of pure doctrine, since 
whoever deviated would be banished to the 
slave labor camp where he would no longer 
be anyone at all.” 


This book says that though America is no 
doubt God’s country, and “in God we trust,” 
we Americans also trust to luck; by luck, 
we are temporarily the richest nation in the 
world, but we have to come of age. 
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Coming of age means only that we have 
lived long enough to form a character with 
which to tackle problems of life and death. 
If one hundred years from now our way of 
life no longer exists, no doubt its fall will 
be explained by the Communists as the inevi- 
table collapse of the capitalistic system as 
predicted by Marx. But if we are going 
strong in 2050 A. D., the follies, the extrava- 
gance and the wars of this century will be 
explained as growing pains. If we go under, 
a historian hiding in a cave might write that 
we grew old, weakened ourselves with cor- 
ruption and selfish pleasures, destroyed our 
physical resources and forgot where we had 
set out to go, and so died like the Roman 
Empire. 


We express more concern for what we 
should eat, drink and put on than for our 
ultimate place in the world of nations. As 
to our place, we must realize that if we 
really care more for security than for ex- 
ploration and creation, we have passed our 
prime, and that neither the United States 
nor all Western civilization put together has 
the wealth and the know-how to set up demo- 
cratic systems all over the world and stake 
them to all the capital needed to produce a 
decent standard of living. 


In order to understand the day of judg- 
ment, we must relate our thinking to the 
lesson taught by the Tree of Knowledge in 
the Garden of Eden. Man then had a prick- 
ing of conscience that there was such a 
thing as right and wrong. The serpent urged 
that these were only words which had no 
meaning: What you want, you take—the 
law of the jungle. The religion of Jesus 
crystallizes this consciousness of rightness 
and evil into a faith. Christendom was 
founded, and under it civilization progressed 
through the years. Man’s discoveries, scien- 
tific and geographic, had a_ tremendous 
effect upon the materialism of this develop- 
ing period. One hundred years ago, Marx 
founded his religion, dedicated to a material- 
istic Mammon and spouting a doctrine of 
hate—hate for the materialistic possessions 
of a capitalistic class. One tenet of this 
faith is that the world is too small to hold 
both a communistic and a capitalistic economy. 
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Hitler’s religion of hate offered a salva- 
tion of materialistic advantages, which, for a 
time, he was able to deliver to his followers. 
Mussolini, too, for a time, was able to fulfill 
the materialistic promises of his faith. 


This book asks men to equate their busi- 
ness and political thinking with moral teach- 
ings, which preach that there is a day of 
judgment. This is the impact of the inven- 
tion and explosion of the atom bomb upon 
our thinking. This book may be one of 
several which may follow in a renaissance of 
spiritual thinking. 


If we have overemphasized, in the review 
of this book, the spiritual side, it is because 
a number of things lead us to believe that of 
late there is more thinking on the spiritual 
side by businessmen. 


A recent article in the Harvard Business 
Review was based upon conversations the 
author of the article had with businessmen. 
They stated that they had given some 
thought recently to religious matters, al- 
though they denied being religious men. They 
could see that in some respects successful 
business had become aligned, perhaps hap- 
hazardly, with teachings of the Bible. 


The easiest product to market is that which 
fills the needs of most people at a price they 
can afford to pay. Guided by this self-evi- 
dent principle, business has succeeded and 
prospered over a long period of time, re- 
gardless of the number of “gyp” products 
that spring into existence in the same mar- 
ket. Luckman of Lever Brothers about a 
year ago published an article which ex- 
plained the alignment of business with the 
golden rule. 


At the 1948 meeting of the American Bar 
Association, a report by one section raised 
the question of the moral righteousness in 
the government’s taking property through 
confiscatory taxation. 


Perhaps Mr. Coyle’s book has just shaped 
these pulsating scattered thoughts into a con- 
crete form. 


Estate Planning Under 1948 Act 


Estate Planning. Joseph Trachtman. Prac- 
tising Law Institute, 57 William Street, New 
York 5, New York. 1949 Edition. 170 
pages. $2. 


The 1948 amendments to the federal estate 
and gift tax laws gave estate planners an 
important new tool—the marital deduction. 
One half of a husband’s or wife’s estate, 
which otherwise would be wholly taxable, 
may now be passed to a surviving spouse 


Books ... Articles 


tax free; married persons may reduce by 
one half the taxable value of the gifts they 
make. 


For some time there was uncertainty 
about the meaning and effect of various pro- 
visions in the new tax law. Practitioners 
waited more than a year for official clarifica- 
tion and amplification of the 1948 Revenue 
Act by the Treasury Regulations. These 
were finally published on May 13, 1949. 
Their bearing on estate planning problems 
and methods are considered carefully in the 
new edition of the Practising Law Insti- 
tute’s monograph, “Estate Planning.” 


The author reviews and fully explains the 
statutory provisions giving the marital de- 
duction for estate tax and gift tax, and then 
points out, for example, that the marital 
deduction is not always advantageous, and 
that there must be careful study to deter- 
mine whether or not and how it should be 
taken. In some cases taking the deduction 
may result in a greater combined tax on 
the estates of the two spouses. This is true 
particularly if there is a wide disparity in 
the sizes of the two estates. It often is not 
true if both estates are about the same size. 
Suggestions for offsetting an increase in the 
combined taxes on both estates are set forth 
in the monograph. There is an outline of 
other factors which deter or favor taking 
the marital deduction. 


Reasons for not taking the deduction may 
be the need to keep real estate or business 
property in unified ownership; an aversion 
to giving control to the surviving spouse, 
especially if he or she should remarry; or 
the surviving spouse’s own large taxable in- 
come. A factor which makes the marital 
deduction attractive is that reducing the tax 
payable on the death of the first spouse 
leaves more principal to produce income for 
the surviving spouse. Moreover, the amount 
eligible for the marital deduction may be 
consumed or donated by the surviving 
spouse without further tax. 


It is important to review the items which 
pass outside the will because the marital 
deduction may be made up in part of such 
items. This brings to the fore a difficulty 
which has been concerning practitioners since 
the enactment of the Revenue Act of 1948. 
How should a will be worded to achieve 
the maximum marital deduction and no 
more? And, particularly, is it feasible to fix 
the amount of the bequest by a tax formula 
clause which adopts the language of the 
Internal Revenue Code? Problems which 
arise from such tax formula clauses, and 
warnings as to when they may or may not 
be desirable, are discussed in the monograph. 
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It is pointed out that such clauses are often 
used when they should not be—particularly 
without awareness of the problems involved. 
The author presents a short tax formula 
clause which he considers completely ade- 
quate. 

A related problem is whether it is feasible 
to plan on having the maximum marital de- 
duction, but no more, by relying on a dis- 
claimer by the surviving spouse at the critical 
time. Here again the monograph goes be- 
yond the usual discussion of such device, 
shows that the disclaimer may attract gift 
tax and puts forth suggestions as to what 
should be done and not be done. 


The apportionment of death taxes, i.e., 
directing who shall pay the death taxes and 
in what amounts, is one of the most im- 
portant, difficult and neglected branches of 
estate planning. The current law reports 
abound in cases which should never have 
been brought to court because the difficulties 
could so easily have been avoided by proper 
drafting. The monograph contains a full 
exposition of this neglected and important 
problem and a suggested tax apportionment 
clause, with further practical recommenda- 
tions as to its application, especially when 
living trusts are involved. 

Sudden-death clauses have also received 
more attention by reason of the marital de- 
duction. The monograph emphasizes the 
need for keeping in mind exactly what the 
testator wants to accomplish by this type of 
provision, and suggests appropriate clauses. 

Life insurance*is one of the most impor- 
tant methods of transmitting wealth. Both 
its tax aspects, particularly under the Rev- 
enue Act of 1948 and the new Regulations, 
and ways and means of passing on the pro- 
ceeds of life insurance policies, apart from 
taxes, are covered fully in the monograph. 
Not only are common arrangements ex- 
plained, but plans which are not frequently en- 
countered are suggested—such as one whereby 
life insurance is not taxed in the estates of 
either spouse or in the estate of their chil- 
dren, and income tax is saved on the income 
used to pay the premiums. 


The discussion of testamentary trusts goes 
far beyond tax factors. The author shows 
that if the average testator is made aware 
of how the ordinary testamentary trust is 
actually operated, with close attention to 
the rights of remaindermen for whom the 
testator may not have any great solicitude, 
the testator will not be satisfied with the 
usual trust provisions, and will want to de- 
clare that the trustee is not to be impartial 
between the life beneficiary and the remain- 
derman. 





Methods of making principal available to 
life beneficiaries, the difficult tax problems 
which such provisions produce, methods of 
qualifying trusts for the marital deduction 
and the important tax and other distinctions 
between trusts with power of appointment 
and those without power of appointment are 
explained. In the discussions of inter-vivos 
transfers, not only “contemplation of death” 
but all the various other tax factors relating 
to the taxability of such transfers for federal 
estate tax are considered. 


Special attention is given to the effect of 
the recent decisions of the United States 
Supreme Court in the Church and Spiegel 
cases. Practical suggestions are made for 
the drafting of new living trusts, as well 
as suggestions for the handling of existing 
trusts. If powers of appointment exist or 


-are being considered, lack of a clear under- 


standing of the substantive law and of com- 
plete knowledge of the client’s situation 
respecting powers may prove costly. Al- 
though tax savings are possible by the use 
of powers, the planner must avoid traps 
which are not always apparent. 


Where it is desirable to dispose of inter- 
ests in a partnership or in a closed corpo- 
ration, often the best method is by means 
of a business insurance trust. Such agree- 
ment usually provides that each stockholder 
or his estate will sell his stock only to the 
surviving stockholders or to the corporation 
at a specified or to-be-established price. The 
life of each stockholder is insured for the 
benefit of the others. Thus, funds are made 
available to carry out the purchase when the 
stockholder dies. If the disposition of a 
business is to be by testamentary arrange- 
ment, consideration must be given to many 
practical details which might be classified 
broadly as problems of conducting, manag- 
ing and controlling the business. Counsel 
will find it helpful, in working out the more 
suitable provisions, to have as clear an un- 
derstanding as possible of the particular 
business. There are numerous hints in the 
monograph as to what to look out for. 


Effective planning presumes both a knowl- 
edge of the applicable law of wills, trusts, 
fiduciary administration and taxes, and an 
understanding of how to proceed in formu- 
lating the details. Questions such as these 
must be considered: What disposition (with 
the least shrinkage because of taxes, etc.) 
will best suit the needs and personalities of 
the individuals concerned? When should 
planning be undertaken? What information 
is needed as to the client’s domicile, assets, 
liabilities, previous gifts, family group and 
existing documents which counsel should 
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examine? How can the client be made to 
realize what is actually involved in admin- 
istration and how important furnishing such 
data is? What is the prognosis of the results 
which will follow from the present arrange- 
ment of the estate both during the client’s 
life and thereafter? How can the plan’s 
effectiveness be tested? 


Mr. Trachtman’s approach throughout his 
monograph is that of a practitioner who 
must deal with the needs of specific people, 
rather than with hypothetical problems in- 
volving the symbols “H” and “W” and an 
estate consisting merely of cash. Thus, the 
significance of his discussions of various ar- 
rangements currently used in estate plan- 
ning, the kind of situations in which they 
are appropriate and their advantages and 
disadvantages, not only from the standpoint 
of saving taxes, but otherwise, are much 
more apparent. 


The first edition of Estate Planning was 
widely used by practitioners. Over 13,000 
copies were distributed among attorneys and 
their collaborators in the trust, life insur- 
ance and accounting fields. The 1949 edi- 
tion has been doubled in length. 


Minnesota Legislation 


Financial Record of the 1949 Minnesota 
State Legislature. Minnesota Institute of 
Governmental Research, Inc., Saint Paul 8, 
Minnesota. 1949. 21 pages. 


Perhaps the most important result of the 
entire session was to bequeath another large 
tax problem to the 1951 legislature, this re- 
port declares, in reviewing Minnesota’s 1949 
legislation. It suggests that procedure might 
well be modernized and consideration given 
to a smaller legislative body, to reapportion- 
ment and to a revised committee arrange- 
ment, in view of the five-day deadlock and 
legislative jam which occurred in the final 
hours of the session. 


This record, issued as State Governmen- 
tal Research Bulletin No. 26, includes a table 
showing comparative appropriations for the 
last two legislative sessions and a table 
showing appropriations by the major laws 
with a summary of funds. 


Changes in the state tax system are listed 
and explained with the aid of tables, and a 
report of legislation affecting organization 
and methods of operating state and local 
government in Minnesota is presented. An 
appendix gives an account of appropriations 
for building during the next biennium. 
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Excise Tax on Transportation 
of Property 


The Federal Excise Tax on the Transporta- 
tion of Property, with Special Reference to 
Agriculture. Ezekiel Limmer. United States 
Department of Agriculture, Bureau of Agri- 
cultural Economics, Washington, D. C. 
1949. 37 pages. 


The result of research conducted under 
a grant of funds provided by the Agricul- 
tural Research and Marketing Act of 1946, 
this study, written by a transportation econ- 
omist, explores an increasingly important 
tax subject. The federal excise tax on trans- 
portation of property, re-enacted as a war- 
time measure in 1942, “is now returning to the 
Treasury almost $340 million gross annually. 
Of this amount, approximately $80 million 
has been estimated as applying to 
agricultural products. . . . To the shipping 
and consuming public, these sums represent 
increases in freight charges, on top of the 
steep increases that were obtained by car- 
riers during the last few years. Rail rates 
have risen by more than 50 percent since 
the middle of 1946. To for-hire carriers, 
which merely collect the taxes for transmit- 
tal to the Treasury, tax collections represent 
no rise in earnings—in fact, to the extent 
that the tax leads to reductions in traffic, de- 
creases in carrier income may result.” 


This report confines itself to investigating 
the tax as it affects agriculture and agri- 
culture’s transportation interests. “In view 
of the lack of reliable statistical measure- 
ments, the analysis emphasizes the probable 
direction of trends rather than their sizes.” 


Within these limits, the report considers 
the excise tax under the following aspects: 
its legislative history and its present form; 
the amount of collections; economic effects 
upon farmers, consumers and carriers; ad- 
ministration; and opinions of proponents 
and opponents. 


ARTICLES 
Where Did You Sell It? ... The New 


York City gross receipts tax law raises the 
accounting point of allocation of business 
transacted within and without the city limits. 
—Steinberg, “Determination of When Sales 
or Services Are Wholly Taxable, Nontax- 
able or Allocable, and an Analysis of All 
Formulas,’ New York Certified Public Ac- 
countant, August, 1949. 

Demise of the Holding Company . . . 
When the New Deal ordered the elimination 


of holding cgmpanies “in all lines of busi- 
ness,” it brought on some novel but tangled 
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tax law—Section 112 (b) (6).—Busterud, “The 
Liquidation of Subsidiaries Under Section 112 
(b) (6),” Yale Law Journal, June, 1949. 


The High Second Step . . . Tax law is 
a three-step program: first, the statute; sec- 
ond, the Regulations; and third, court inter- 
pretation. This article analyzes the second 
step and measures the Commissioner’s in- 
terpretation with the statute—Dibble and 
Stutsman, “T. D. 5698 and T. D. 5699: The 
Second Step in the Application of New Con- 
cepts of Federal Estate and Gift Taxation,” 
Southern California Law Review, July, 1949. 


Are You Wearing Last Year’s Will? .. . 
The new tax law has kept attorneys busy 
revising wills and trust instruments to take 
advantage of the marital .deduction. Re- 
member that no two estates are alike. What 
may be a wise provision in one will may be 
a foolish provision in another.—Battle, “The 
Drafting and Revision of Wills and Trust 
Instruments Under the Revenue Act of 1948,” 
West Virginia Law Quarterly, June, 1949. 


Sales Taxes . . . Here is a technical dis- 
cussion of the effects of sales taxes on em- 
ployment and production.—Due, “A General 
Sales Tax and the Level of Employment: 
A Reconsideration,” National Tax Journal, 


June, 1949. 


“Gift” Isa Word . . . “A word is nota 
crystal, transparent and unchanged, it is the 
skin of living thought and may vary greatly 
in color and content according to the cir- 
cumstances and the time in which it is used.” 
What Justice Holmes said is applicable to 
the tax treatment of the word “gift.”-—Bowe, 
“Gifts and Taxes,” University of Cincinnati 
Law Review, May, 1949. 


Escape from Spiegel . . .The author of 
this article on the now celebrated Spiegel 
case discusses the tax problem in relation 
to the law of future interests—Schuyler, 
“Escape from Spiegel,” Illinois Law Review, 
May-June, 1949. 


“What Is a Dividend?” Quite a 
question in the early days of the federal 
income tax—and still a puzzler—Tvye, “Cor- 
porate Distributions—Some Current Trends,” 
Tax Law Review, May, 1949. 


When You Don’t Want to Sleep in the 
Bed You Have Made . . . The ingenuity 
of the taxpayer in devising transactions 
to minimize his taxes seems unlimited. 
What is he to do, however, when the 


elaborate tax-reduction plan fails? Is there 
no way to return to a status quo ante? 
—Guterman, “Unraveling Transactions with 
Frustrated Tax Motives,” Tax Law Review, 
May, 1949. 


When Is a Court Not a Court? 
Answer: when it it is the Board of Tax 
Appeals with a new name.—Brown, “The 
Nature of the Tax Court of the United 
States,” University of Pittsburgh Law Re- 
view, March, 1949, 


Square Corners . . . Justice Holmes’ 
oft-repeated “Men must turn square corners 
when they deal with the government” 
prompts this author to ask that the gov- 
ernment do likewise when dealing with 
the taxpayer. Mr. Gutkin’s particular 
criticism is directed at informal federal 
tax settlements.—Gutkin, “Informal Fed- 
eral Tax Settlements and Their Binding 
Effect,” Tax Law Review, May, 1949. 


Unnatural Tax .. Such is the in- 
heritance tax—‘“augmenting the grief and 
sorrow of the bereaved.” Is the gift tax, 
which provides a method of minimizing the 
taxes at death, a tax occasion for joy? 
Well, hardly; but read this short history of 
the gift tax.—Bowe, “Gift Tax Exemption, 
Exclusions and Marital Privileges,” Tennes- 
see Law Review, June, 1949. 


“Fair Value” in Illinois Assess- 
ment procedure in Illinois has been castigated 
as “the worst.” The Butler Bills offer the 
first hope that corrective measures are soon 
to come.—Troupis, “Full Fair Value Assess- 
ment in Illinois,” Illinois Law Review, May- 
June, 1949. 


Judicial Review . . . A recommendation 
from professional sources in Canada for a 
change in the Canadian Income Tax Act 
complains that there is still a tendency in 
the law to substitute “ministerial discretion” 
for judicial review.—“Recommendations for 
Amendment of the Income Tax Act,” 
Canadian Bar Review, April, 1949. 


Marshall’s Government Immunity 

Mr. Hilpert re-examines this doctrine as 
applied to state and local tax liability 
upon condemnation by the federal gov- 
ernment.—Hilpert, “Liability for State and 
Local Taxes and Assessments in Federal 
Condemnation Proceedings,” Ohio State 
Law Journal, Winter, 1949. 
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APPELLATE AND LOWER COURTS 


Estate tax: Division of California com- 
munity property in contemplation of death: 
1942 community property amendments.— 
In December, 1942, decedent and his wife 
transferred their California property held 
in community into a tenancy in common. 
The purpose of the transfer was to avoid 
payment of estate taxes on the whole prop- 
erty. The Commissioner taxed the entire 
property on the ground that the transfer 
was in contemplation of death within the 
meaning of Code Section 811 (d) (5). As 
to the portion of the property acquired 
after July 29, 1927, the court holds that no 
transfer of an interest in property was made 
between the parties. With respect to this 
portion of the property, decedent merely 
relinquished his power of management and 
control over his wife’s share. Both parties 
owned one half of the property before and 
after the transfer, under California law. 
Treasury Regulations 105, Section 81.15, 
which applies Code Section 811 (d) (5) to 
divisions of community property between 
the spouses into the separate property of 
each, is overruled. As for the portion of 
the community property acquired before 
July 29, 1927, the court holds that decedent 
made a transfer of a property interest to 
his wife in contemplation of death, to sub- 
ject this portion of the property to estate 
tax. With respect to pre-1927 Califernia 
community property, a wife’s interest is 
merely an expectancy. The transfer ripened 
this expectancy into a present interest. A 
purpose to avoid estate taxes is regarded 
as sufficient to make the transfer one in 
contemplation of death. Since the type of 
interest held by the wife in the pre-1927 
property was merely an expectancy, it 
amounted to but a marital right within the 
purview of Code Section 812 (b) (5). 
Hence, there was not sufficient considera- 
tion to prevent imposition of the tax.—CA-9. 
Loraine T. Rickenberg, Executrix of the Es- 


Interpretations 





tate of Edwin W. Rickenberg, Deceased, Peti- 
tioner v. Commissioner of Internal Revenue, 
Respondent, 49-2 ustc J 10,732. 


STATE COURTS 


Ordinary and necessary business ex- 
penses.—A baseball player who drives truck 
for and directs the baseball team of his em- 
ployer when not on a one-half year leave of 
absence to play ball outside the state may 
not deduct expenses incurred while playing 
ball on such leave of absence because the 
expenses are not directly connected with 
the business of his employer; nor may the 
deduction be claimed for expenses away 
from home on business when employed by 
an out-of-state ball club that does not re- 
imburse its players for expenses when at 
its home field or for transportation home 
at the end of the season.—Calif. Appeal of 
Joseph C. and Alma N. Orengo. 


Valuation: Farmland.—The valuation of 
farmland, as based on the testimony of 
neighboring owners and farmers who had 
worked on the land, setting out the fact 
that part of the land was untillable and 
inaccessible and that the buildings were out 
of repair, what improvements there were 
and the uses to which the land could be 
put, was given greater weight than the 
testimony of the inheritance tax appraisers, 
whose testimony was based on a cursory 
view of the land in question—lIa. Jn the 
Matter of the Estate of John Scherf, De- 
ceased, CCH INHERITANCE ESTATE AND GIFT 
TAx Reports J 16-454. 


Minnesota: Property taxes: Taxability 
of mortgaged property: United States as 
mortgagee.—A transaction between a Minne- 
sota company and the federal government 
involving a combined warranty deed and bill 
of sale is substantially a mortgage of realty 
and personalty, and the property thus mort- 
gaged is subject to property taxes. The 
Minnesota company’s interest in the real 
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estate is not immune from state taxation 
upon grounds of federal immunity. The tax 
is nondiscriminatory and is subordinate to 
the rights of the federal government. With 
regard to the personal property tax, the 
court stated that one using property upon 
which the federal government holds a mort- 
gage is not immune, upon federal grounds, 
from the tax imposed.—Minn. Land O’ 
Lakes Dairy Company v. County of Wadena 
and State of Minnesota, 2 CCH Strate Tax 
Cases Reports § 250-055. 


Liability for taxes: Right of executor to 
collect from insurance company.—The entire 
proceeds of an insurance policy on dece- 
dent’s life was paid to the beneficiary, in 
1937. In 1940, upon a reaudit of the estate, 
the amount of the policy was included in 
decedent’s estate for federal estate tax pur- 
poses and a deficiency was assessed. The 
beneficiary died, destitute, in 1940, having 
previously dissipated the funds of the policy 
received by her and in 1945 the executors 
took action to have that portion of the fed- 
eral estate tax allocable to the policy of life 
insurance charged against the insurance car- 
rier, under Section 124 of the Decedent Es- 
tate Law (the apportionment statute), and 
Section 827 of the Internal Revenue Code. 
Section 124 provides that the executor may 
recover the proportionate amount of the tax 
from “whomever is in possession” or from 
the “persons interested in the estate”. It is 
held that a “person interested in the estate” 
can only mean a person who has a “bene- 
ficial interest in the estate and who expects 
to share, or has received a share of assets 
left by the decedent”, either as transferee or 
trustee. An insurance company does not 
come within this definition. The executor 
cannot, therefore, collect the allocable por- 
tion of the tax from the insurance company 
under the apportionment statute —N. Y. Jn 
the Matter of the Accounting of Miner W. 
Tuttle, as Executor of Melvin G. Palliser, 
Deceased Executor, and William Dunkak et 
al. as Surviving Executors of Bernhard Zahn, 
Deceased, Appellants. Equitable Life Assur- 
ance Society of the United States et al., Re- 
spondents, CCH INHERITANCE ESTATE AND 
Girt TAX Reports § 16-453. 

Domicile v. residence.—Even though at 
the time of his death, decedent was living in 
the Village of Indian Hill, it was held that 
he had not abandoned the Cincinnati domi- 
cile which he had prior to his purchase of 
the Indian Hill residence and, on the facts, 
that Cincinnati was his domicile and was, 
therefore, entitled to one half of the inherit- 
ance tax paid by decedent’s estate as the 
political subdivision where the tax origi- 
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nated, under Section 5348-11, of the inherit- 
ance tax law. The Village of Indian Hill is 
not entitled to any share of the tax.—Ohio. 
Village of Indian Hill, Plaintiff-Appellant v. 
Warner L. Atkins et al., Defendants-A ppellees, 
CCH INHERITANCE ESTATE AND Girt TAX 
Reports { 16-452. 


Procedure: Valuation: Worthless note: 
Beneficiary of estate——The note of dece- 
dent’s son was among the assets of the 
estate and was concededly uncollectible. 
Decedent’s will provided that any sums 
owing to her from any child should be 
deducted from that child’s share of the es- 
tate. This provision cannot give value to 
that which is valueless and the appraisal of 
the note cannot be affected by the provision 
of the will, even though the note will be 
given to the son, at its face value, as part 
of his share of the estate. The appraisal of 
the note cannot be greater than its actual 
value, which is nothing—Pa. Estate of 
Elisabeth P. Townsend, CCH INHERITANCE 
Estate ANr Girt TAX Reports § 16,462. 


Wyoming: Sales tax: Shipment of goods 
into taxing state: Purchaser assuming risk 
at point of origin Where a seller shipping 
goods into Wvoming never had a stock of 
goods, business office, representative to take 
orders or telephone listing in Wyoming, 
he is not liable for Wyoming sales tax on 
goods shipped f. o. b. a destination point 
within Wyoming. The title passes at the 
point to which shipment f. o. b. is made 
unless a different intention appears, and in 
this case title to the goods passed to the 
purchaser upon delivery to the carrier out- 
side of Wyoming, since the shipments were 
made under straight bills of lading and the 
carriers were selected by the purchasers and 
the purchasers consequently assumed the 
risk outside Wyoming. The seller made 
f. o. b. destination point shipments to en- 
able it to quote uniform prices to all pur- 
chasers in Wyoming. Since sales of the 
products were made without the State of 
Wyoming they were not taxable as sales 
made within. Wyoming—Wyo. Hercules 
Powder Co. v. State Board of Equalization, 
2 CCH State Tax CAseEs Reports J 250-056. 


RULING 


Jointly held property: Widow’s exemp- 
tion.—Decedent’s widow is entitled to a 
$10,000 inheritance tax exemption, and noth- 
ing more, in jointly held property, under 
Section 77-2002, as amended, unless it is 
shown that she paid “full consideration in 
money or money’s worth.”—Neb. Opinion 
of the Attorney General, CCH INHERITANCE 
EstaTE AND Girt TAX Reports § 16-451. 
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sion to use the accrual method with respect. 
to a particular project, he could not sub- 
sequently require use of the percentage-of- 


completion method. Judgment of the 


District Court was affirmed. (Hammond, 49-2 
ustc J 9395, CA-9.) 


Entertainment Expenses.—lIn the case of 
expenditures incurred by the president and 
controlling stockholder of the taxpayer, a 
beer distributing company, the Tax Court 
held that they were deductible items when 
they were spent to treat patrons of custo- 
mers’ taverns. However, similar expenses 
for treating military personnel were not 
deductible because no substantial business 
benefit accrued. The disallowed expenses 
were includible in the gross income of the 
president and were not deductible by him 
as nonbusiness expenses. (Cooper, CCH 
Dec. 17,133 (M).) 


Medical Expenses.—Expenses incurred by 
the taxpayer and his wife on a trip to 
Florida to improve his “stomach condi- 
tion” and his wife’s weakened physical con- 
dition following pneumonia were not 
deductible expenses. The Tax Court sup- 
ported the position of the Commissioner 
to the effect that there was no evidence 
that such expenses were directly or proxi- 
mately related to the cure, mitigation or 
treatment of a particular disease or defect, 
as was necessary to bring the claimed de- 
duction within the terms of the Code. 


(Keller, CCH Dec. 17,129 (M).) 


Election to Itemize—While the Regula- 
tions provide that an election either to 
itemize deductions or to take a standard de- 
duction binds the taxpayer for the year 
involved, such election remains binding 
even though the Commissioner’s subsequent 
disallowance of part of the itemized de- 
ductions causes a higher tax than would 
have resulted had the standard deduction 
been used. (Warren, CCH Dec. 17,132.) 


‘Legal Expenses.—A taxpayer corporation 
could deduct all the legal expenses which it 
paid on behalf of itself and two related 
corporations joined as defendants in resist- 
ing jurisdiction, inasmuch as the principal 
benefits accrued to the taxpayer. (Cooper 
Foundation, CCH Dec. 17,134.) 


Offsetting Loss.—A parent whose stock 
in a reorganized subsidiary had been de- 
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clared worthless could not claim part of a 
tax saving accruing to the subsidiary as a 
result of offsetting the parent’s loss from 
such worthlessness against the subsidiary’s 
earnings on consolidated returns. (Western 
Pacific Railroad Corporation v. Western 
Pacific Railroad Company et al., 49-2 ustc 
7 9399, DC Calif.) 


Payment of Predecessor’s Debts.—A tax- 
payer could deduct debts of its predecessor 
which it (the taxpayer) paid in order to re- 
ceive a first-class credit rating with the 
Jewelers Board of Trade. (H. Hamburger 
Company, Inc., CCH Dec. 17,170(M).) 


Entertainment Expenses.—Because of in- 
sufficient evidence, the taxpayer was not 
allowed to deduct expenses in connection 
with a boat which he claimed was used to 
entertain clients or customers. (Samuel P. 
Haines, CCH Dec. 17,174(M).) 


Family Trusts.—The income of a family 
trust was taxable to the grantor, since his 
transfer of the corpus to the trustee did not 
deprive him of the equivalence of ownership. 


(Arthur H. Ingle, CCH Dec. 17,169(M).) 


Sale of Corporate Assets.—A dissolved 
corporation was not taxable on gain attrib- 
utable to the sale of its liquidated assets by 
the sole stockholder, since the pre-dissolu- 
tion conversations did not result in an obli- 
gation (either contractual or moral) to sell. 


(H. Dixon Smith, Inc., CCH Dec. 17,173(M).) 


Reconstructed Income; Fraud.—The court 
approved, subject to adjustment, the Com- 
missioner’s determination of the income of 
a tavern and restaurant operator by refer- 
ence to net worth increase and sustained the 
imposition of a fraud penalty. (Joseph S. 
Loparo, CCH Dee. 17,175(M).) 


Community Property.—Income from the 
taxpayer's separately owned oil property 
was community income only to the extent 
that this time and ‘services had enhanced 
the value of the property. District Court 
affirmed. (M. E. Trapp v. U. S., 49-2 ustc 
1 9398, CA-10.) 


Estoppel by Judgment.—An_ unlitigated 
issue which was the subject of a stipulated 
order in a previous controversy afforded no 
ground for estoppel by judgment. District 
Court affirmed. (M. E. Trapp v. U. S., 49-2 
ustc J 9398, CA-10.) 
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' 
$54,500,000,000, or $1,500,000,000 more than to state governments and the remaining $45 
in 1945, the previous high year. These was paid to local governments. 

figures for 1948 mean that the average tax Taxes made up ninety-five per cent of the 
per person amounted to $372, of which $274 $57,300,000,000 total of governmental rev- 
represented federal tax collections, $53 went enue in 1948. 


Acme 


“Black Tuesday” in New Orleans.—On the first anniversary of the two-cent Louisiana 
gasoline tax increase, which made this state’s levy the highest in the nation, motorist 
A. J. Coniglio drives up to Robert Fine’s crepe-draped gasoline pumps. For a comparison 
of the state tax rates on gasoline, see page 869. 
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fruits of the partnership is strongly indica- 
tive of the reality of his participation in the 
enterprise.” There, the Supreme Court sup- 
plies the sorely needed corrective for the 
unduly restrictive interpretation of a valid 
capital contribution, consistently applied by 
the Commissioner and courts alike. 


I called attention to such fallacious inter- 
pretation exactly three years ago (“Family 
Partnerships Since the Tower and Lusthaus 
Decisions,” Journal of Accountancy, August, 
1946); and I still believe that the dissenting 
judge in Mauldin v. Commissioner [46-1 ustc 
7 9272] 155 F. (2d) 666, clearly recognized 
that the extreme factual situations in the 
Tower and Lusthaus cases may have justified 
certain statements of the Supreme Court which 
the courts, unduly generalizing, subsequently 
applied and extended in a harmfull fashion. 


There is one final and most significant 
point: Under the prior narrow interpreta- 
tion of the Tower and Lusthaus cases, a 
donor who donated one hundred shares of 
United States Steel stock to his wife, out- 
right or in trust, was no longer taxable on 
the dividends (unless he retained strings 
under the Clifford doctrine or T. D. 5567), 
but a donor who gave a partnership interest 
to his wife remained taxable thereon. The 
Culbertson decision has merely equated the 
family partnership cases to the family trust 
cases under the Clifford decision. The 
“reality” test of the latter case and its satel- 
lites now may be applied to family partner- 
ship situations. 

It is my belief that the decision of the 
Supreme Court in Commissioner v. Culbertson 
is of greater significance for the future de- 
velopment of the family partnership in the 
field of federal income taxes than it now may 
appear. Understandably enough, the Su- 
preme Court had to reconcile its present 
position in the Culbertson decision with the 
principles previously enunciated in the Tower 
and Lusthaus cases. What the Supreme 
Court has done, however, is to interpret 
these two precedents as broadly as possible 
and place in the foreground certain phrases 
employed in those previous decisions which 
are apt to support and emphasize a more 
liberal recognition of the parties’ intent in 
forming and conducting a family partner- 
ship. I also believe that the courts are likely 
to heed the Supreme Court’s inclination to- 
ward more liberality and less formality. 


GUSTAVE SIMONS 


NEw York CIty 


Acq. and Non-acq. 
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Bryan Case 
Sir: 


The writer has noted a very interesting 
case wherein the government sought to apply 
the net worth-expenditures method of estab- 
lishing net income. The facts are as follows: 


On May 13, 1949, the United States Court 
of Appeals for the Fifth Circuit reversed the 
United States District Court for the South- 
ern District of Florida and decided the case 
of Bryan v. U. S. [49-1 ustc J 9272] in favor 
of the taxpayer. The government in this 
case sought to apply the net worth-expendi- 
tures method of establishing net income 
from enterprises operated by the taxpayer, 
which included nightclubs, gambling spots 
and bars. It can be readily seen that the 
business of the taxpayer was not entirely a 
legal one. This case is interesting in that 
the government demonstrated that during 
the taxable years 1943 and 1944 the taxpayer 
had spent considerably more money than his 
reported gross income. The government also 
contended that the taxpayer had filed false 
and fraudulent income tax returns, and that 
the taxpayer’s capital assets were increased 
each year in proportion to the expenditures 
in excess of gross receipts. 

However, the taxpayer claimed that the 
expenditures in excess of reported gross in- 
come came out of available assets acquired 
in prior years and not out of current re- 
ceipts. The Court of Appeals decided that 
the Commissioner of Internal Revenue had 
not made out a prima-facie case against the 
taxpayer on the net worth-expenditures basis. 


It is interesting to read the admissions by 
the government auditor, a recital of which is 
given below: 


Strangely enough—and definitely the salient 
reason for deciding the case—the auditor 
admitted that he did not know whether or 
not his computation contained all the de- 
fendant’s assets. “The substance of his 
statement,” said the court, “was that it con- 
tained all the assets which he, an auditor of 
much experience, could find.” 

Excerpts from the testimony of the gov- 
ernment auditor follow: 

By the court: 

Q. “If you overlooked any assets that 
this defendant had, in your calculations, then 
your calculations would be in error, or sub- 
ject to revision?” 

A. “Yes, sir.” 








Q. “And you don’t mean to say that he 
had no money whatsoever other than what 
is shown on that bank account, shown on 
January 1, 1941?” 

A. “I didn’t say that.” 

Q. “Doesn’t your audit assume that?” 

A. “That is all the money we could ac- 
count for.” 

@. “And you took into consideration only 
recorded purchases you could find ?” 


‘A. “That was all I could.” 
Q. “That was all you could?” 
A. “Ses.” 


Q. “During the course of examining Mr. 
Bryan, did you inquire into the cash sales 
that he made prior to that time?” 

A “No ” 

Q. “Did the Department, or someone in 
your presence in one of the Government De- 
partments, make inquiry into that?” 

A. “I would not know.” 


Q. “Yet up until that time you had never 
found a bank account, up until 1940, that 
Mr. Bryan had?” 

A. “No.” 

©. “And yet you assume that the only 
monies he had were in the bank on the first 
day of January, 1941?” 

A. “That was all we took into account.” 


©. “You don’t know whether he had a 
lot of money or not?” 

A. “No, sir.” 

The above testimony indicated that the 
auditor for the government admitted that he 
did not know whether or not his computa- 
tion contained all of the assets of the tax- 
payer as of the beginning of the period. 
This statement by the government auditor 
was one of the deciding factors in the court’s 
holding in favor of the taxpayer. 

The government has at its disposal several 
indirect methods of proving unreported in- 
come: (1) it may analyze the taxpayer’s 
bank deposits (large deposits tend to show 
greater income than reported); 

(2) it may present evidences of ‘pur- 
chases, expenditures and investments during 
the taxable years; and 

(3) it may show an increase in net worth 
on the net worth-expenditures basis. 


In the Bryan case, the government at- 


tempted to rely on circumstantial evidence 
and its auditor proved a very poor witness 


for the government. In a case of this kind 
it is best to show the assets.at the beginning 
of the period and the assets at the end of 
the period, indicating that there has been a 
substantial increase in net worth. 


In several cases—U. S. v. Johnson [43-1 
ustc J 9470], 319 U. S. 503; U. S. uv. Chap- 
man [48-1 ustc J 9312], 168 F. (2d) 997; 
U. S. v. Skidmore [41-2 ustc J 9716], 123 F. 
(2d) 604—the courts indicated that to re- 
quire more information would be tantamount 
to holding a skillful concealment an in- 
vincible barrier to proof. In the Johnson 
case especially, the Supreme Court said that 
it was unnecessary for the government to do 
so—in other words, to show the exact 
amounts of unreported income of which it 
charged the evasion of tax. In the Skidmore 
case the taxpayer made certain admissions 
to the revenue agent, which evidence pro- 
duced by the government was substantiated 
by these admissions; and inasmuch as the 
taxpayer did not materially dispute the ac- 
curacy of the calculations, the jury had a 
right to decide in favor of the government. 


In each of the three cases cited above, 
there was definite proof for establishing the 
beginning net worth of the taxpayer, and 
there were also some data as to the ending 
net worth of the taxpayer. Also, facts and 
data were given and evidence was supplied 
to justify the contention of the government 
that the income of the taxpayer was much 
higher. 


It is interesting that there was one dis- 
senting opinion in the Bryan case, written by 
Circuit Judge McCord. He stated that 
“rigid adherence to the so-called authority 
and case precedent, rather than to right and 
reason,’ was dangerous. Judge McCord 
felt that the evidence was “amply sufficient” 
to justify the original verdict on the same 
basis as the Chapman, Johnson and Skidmore 
cases. 

Harry R. Baker, CPA 


HopokEN, NEW JERSEY 


[The Court of Appeals in the Bryan case 
remanded the cause for a new trial. On June 
10, 1949, on a motion to amend the judgment, 
the Court of Appeals ruled (49-1 ustc J 9322 
that the taxpayer was not placed in double 
jeopardy by the award of a new trial, and that 
Rule 29 of the Federal Rules of Criminal Pro- 
cedure did not require the appellate court to 
enter a judgment of acquittal.—Eb.] 
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State Tax Calendar 





ALABAMA 


November 1 
Automobile dealers’ report due. 





November 10—— 
Alcoholic beverage report and tax of 
public service licensees due. 


Alcoholic beverage report of wholesalers 
and distributors due. 


Automobile dealers’ report due. 


Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


November 15—— 
Carriers’, warehouses’ and tfansporters’ 
gasoline tax report due. ; 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 


Motor carriers’ mileage report and tax 
due, 


Motor vehicle registration due (last day). 


Oil and gas conservation tax report aud 
payment due. 


Oil and gas production tax report and 
payment due. 


November 20—— 
Automobile dealers’ report due. 


Coal and iron ore mining tax report and 
payment due. 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due 
Sales tax report and payment due. 


ARIZONA 
November 5—— 
Alcoholic beverages licensees’ report due. 


First Monday 
Property tax first semiannual installment 
due (last day). 


November 10—— 
Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 


State Tax Calendar 
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November 15—— 
Gross income report and payment due. 
Phoenix business privilege tax report and 

payment due. 


November 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


November 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 


November 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


November 15—— 
Compensating (use) tax report and pay- 
ment due. 
Income tax second installment due. 


November 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


November 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment dupe. 


CALIFORNIA 


November 1 
Common carriers’ distilled spirits tax 
report and payment due. 
Gasoline tax report and payment due. 


November 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic 
beverages imported due. 
Distilled spirits report and tax due. 
Insurance gross premiums tax due (last. 
day). 
Use fuel tax report and payment due. 
November 20—— 


Motor carriers’ gross receipts report and 
tax due. 
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COLORADO 


November 5—— 


Alcoholic beverage manufacturers’ report 
due. 

Motor carriers’ tax due. 
November 10—— 

Motor carriers’ report due. 
November 14—— 

Sales tax report and payment due. 

Use tax report and payment due. 
November 15—— 

Coal mine owners’ report due. 

Coal tonnage tax report due. 

Denver sales tax report and payment due. 
November 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 


November 1 
Gasoline tax due. 
Property tax return due. 
November 15—— 
Gasoline tax report due. 
Gasoline use tax report. and payment due. 
Railroad and street railway tax semi- 
annual installment due. 


November 20-—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 


November 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 


November 30—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF 


November 10—— 


Licensed manufacturers and wholesalers 
of beer, report due. 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


November 15—— 
Beer tax due. 


November 20—— 


Sales and use tax report and payment 
due. 


November 25—— 
Gasoline tax report and payment due. 
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COLUMBIA 


FLORIDA 


November 1 
Auto transportation 
and tax due. 


November 10—— 
Agents’ and wholesalers’ 
report due. 
Manufacturers’ and _ dealers’ 
beverages report and tax due. 
November 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 
Motor vehicle fuel use tax report and 
payment due. 
Transporters’ and_ carriers’ 
beverages report due. 
November 25—— 
Gasoline sales tax and storage tax report 
and payment due. 


Oil and gas production tax report and 
payment due. 
+ 


companies’ report 


cigarette tax 


alcoholic 


alcoholic 


GEORGIA 


November 1 
Corporation registration statement and 
fee due. 


November 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 


Distilled spirits wholesale dealers’ report 
due. 


Motor carriers report due. 


November 15—— 
Malt beverage tax report due. 


November 20—— 
Gasoline tax report and payment due. 


IDAHO 


First Monday—— 
Transient personal property tax report 
to home county due. 
November 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ 
tax due. 
Gasoline tax report and payment due. 
November 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


report and 
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ILLINOIS 


November 10—— 
Motor carriers’ mileage tax report and 
payment due. 


November 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 


Public utilities’ tax report and payment 
due. 


Sales tax report and payment due. 
November 20—— 
Gasoline tax report and payment due. 


November 30—— 
Transporters’ gasoline report due. 


INDIANA 
November 1 
Alcoholic vinous beverage tax due. 


First Monday: 
Property tax semiannual installment due. 


November 10—— 
Cigarette distributors’ interstate business 
report due. 
November 15—— 
Alcoholic vinous beverage tax due. 


Cigarette distributors’ drop shipment re- 
port due. 


Use fuel tax report and payment due. 
November 20—— 


Bank and trust companies’ intangibles 
tax report due. 


Bank and trust companies’ 
report and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
November 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 


Fuel dealers’ use fuel tax report and pay- 
ment due. 


share tax 


IOWA 


November 10—— 


Carriers’ gasoline tax report and payment 
due. 


Class “A” permittees beer tax report and 
payment due. 


November 20—— 
Gasoline tax report and payment due. 


KANSAS 


November 10—— 
Malt beverage report due. 


State Tax Calendar 


November 15—— 


Carriers’ gasoline and fuel use tax report 
due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 


November 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
November 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
November 1 
Bank deposit tax due. 
November 10—— 


Distilled liquors blenders’ and rectifiers’ 
tax due. 


Refiners’ and importers’ gasoline tax re- 
port due. 


November 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Income tax third installment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax report 
and payment due. 


November 20—— 
Cigarette wholesalers’ report due. 


Oil production tax report and payment 
due. 


November 30-—— 


Amusement and entertainment report and 
tax due. 


Dealers’ and transporters’ gasoline tax 
report and payment due. 


Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 
November 1—— 


Public utility license and pipe line trans- 
portation tax due. 


Soft drinks tax report due. 
Tobacco tax report due. 

November 10—— 
Importers’ beer report due. 
Importers’ gasoline tax due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 
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November 15—— 
Carriers’ beer report due. 

Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Income tax third installment due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


November 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment. 

New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment 
due. 


MAINE 


November 10—— 
Manufacturers and wholesalers 
beverages, report due. 


November 25—— 
Use fuel tax report and payment due. 
November 30—— 


Gasoline tax report and payment due. 


of malt 


MARYLAND 
November 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 
November 15—— 


Sales and use tax report and payment 
due. 


November 30—— 
Gasoline tax report and payment due. 


Purchasers of cargo lots of motor fuel, 
report due. 


MASSACHUSETTS 


November 10—— 


Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 
November 20—— 
Tobacco tax report and payment due. 


November 25—— 


Savings and insurance banks’ report and 
tax due. 


November 30—— 
Motor fuel tax report and payment due. 
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MICHIGAN 


November 5—— 
Carriers’ gasoline statement due. 


November 10—— 
Common and contract carriers’ report 
and fee due. 


November 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
November 20—— 
Cigarette tax report and payment due. 


Diesel fuel users’ report and payment 
due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 


MINNESOTA 
November 10—— 
Iron severance carriers’ tax report due. 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


November 15—— 
Interstate motor carriers mileage tax due. 


November 20—— 
Cigarette tax and report due. 


November 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 


MISSISSIPPI 


November 5—— 
Factories’ report due. 


November 10—— 
Admissions tax report and payment due. 


November 15—— 
Alcoholic beverage wholesalers’, distribu- 
tors’, retailers’ and common carriers’ 
report due. 


Carriers’ gasoline tax report due. 


Compensating (use) tax report and pay- 
ment due. 


Liquefied petroleum equipment manufac- 
turers’, dealers’ and jobbers’ report of 
sales due. 


Manufacturers, distributors and whole- 
salers of tobacco, report due. 


Occupation (sales) tax and report due. 
Timber severance tax and report due. 
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November 20—— 


Gasoline and oil distributors’ report and 
payment due. 

Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 


November 25—— 


Gas severance tax report and payment 


due. 

Oil and Gas Board maintenance charge 
due. 

Oil severance tax report and payment 
due. 


November 30—— 

Carriers of passengers and property fuel 
use tax report and payment due. 

Common and contract carriers of pas- 
sengers gross revenue tax quarterly 
installment due. 

Fuel (other than gasoline) use tax report 
and payment due. 


MISSOURI 
November 1 
Utilities’ ad valorem tax due. 
November 5—— 
Nonintoxicating beer permittees’ report 
due. 


November 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 


November 15—— 


Alcoholic beverage sales report due. 
First-class city property tax return due. 


November 25—— 


Use fuel tax report and payment due. 


November 30-—— 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ report and 
payment due. 








MONTANA 
November 1 
Moving-picture theatre licenses issued and 
tax due. 


November 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


November 29—— 


Telephone co nies’ tax and report due. 
Telephone compan tax and report due 
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November 30—— - 
Bank share tax due. 
Metalliferous license tax due. 
Property tax semiannual installment due. 


NEBRASKA 


November 1 
Bank share tax due. 
Express companies’ tax due. 


November 10—— 
Cigarette distributors’ report due. 


November 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 








NEVADA 
November 10 
Liquor report by out-of-state vendors 
due. 


November 15 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 

beverage report due. 

November 25 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 








NEW HAMPSHIRE 


November 10 

Manufacturers’, wholesalers’ and importers’ 

alcoholic beverage report due; whole- 
salers’ payment due. 


November 15—— 
Use fuel tax report and payment due. 


November 30 
Motor fuel report and tax due. 








NEW JERSEY 


November 1 
Property tax quarterly installment due. 


November 10—— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

November 20—— 

Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report arid 

payment due. 
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November 25—— 


Busses (municipal) gross receipts report 
and tax due. 


November 30—— 
Carriers’ gasoline tax report due. 


Distributors’ gasoline report and payment 
due 


NEW MEXiCO 


November 15—— 
Occupational gross 
and payment due. 





income tax report 


Oil and gas conservation report due. 
Severance tax and report due. 
November 20—— 

Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
November 25 

Gasoline tax report and payment due. 





Use or compensating report and payment 
due. 
November 30—— 


Bank share tax first installment due (last 
day). 


NEW YORK 
November 15—— 


Franchise (income) tax second installment 
due. 


Transportation and transmission com- 
panies’ additional tax and report due. 
November 20—— 
Alcoholic beverage tax and report due. 
November 25—— 
Conduit companies’ tax and report due. 
New York City conduit companies’ tax 
and report due. 
New York City public utility excise return 
and payment due. 
November 30—— 
Gasoline tax report and payment due. 


Insurance companies’ 
and tax due. 


premiums, report 


Water, gas, electric, etc. companies’ re- 
port and tax due. 


NORTH CAROLINA 


November 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 


Distributors and bottlers of unfortified 
wines, report and payment due. 


Railroads’ alcoholic beverage report due. 
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November 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 

Use tax report and payment due. 

November 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 





NORTH DAKOTA 


November 10—— 
Cigarette distributors’ report due. 
November 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ 
November 25—— 
Use fuel tax report and payment due. 


tax due. 


OHIO 


November 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 
November 15—— 
Cigarette use tax and report due. 
November 20—— 
Dealers’ gasoline tax report due. 
November 30—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 


November 5—— 
Operators’ report of mines other than 
coal due. 
November 10—— 


Airports’ gross receipts report and tax 
due. 


Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and vend- 
ing-machine owners’ report due. 
November 15—— 


Carriers’ mileage tax report and payment 
due. 


Dealers’, retailers’ and carriers’ gasoline 
tax report due. 


Sales tax report and payment due. 


Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
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November 20—— 





Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and payment 
due. 


Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
November 30—— 
Oil, gas and mineral gross production 
report and payment due. 


OREGON 
November 10—— 
Oil production tax report and payment 
due. 
November 15—— 
Property tax quarterly installment due. 
November 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
November 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 


November 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 
November 15—— 
Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 


Manufacturers’ alcoholic beverage tax 
report and payment due. 
November 30-—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 


November 10—— 


Manufacturers’ alcoholic beverage report 
due. 


November 15—— 
Gasoline tax report and payment due. 
November 20—— 


Sales and use tax return and payment 
due. 


SOUTH CAROLINA 


November 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
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November 10—— 





Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ and 
retailers’ report of alcoholic beverage 
sales and additional tax due. 


Power tax return and payment due (last 
day). 


November 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 


November 1 
Motor carriers of passengers, tax due. 


November 10—— 
Interstate motor carriers’ report and tax 
due, 


November 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


November 20—— 
Passenger mileage tax due. 


November 30-—— 
Dealers’ gasoline tax report due. 





TENNESSEE 
November 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


November 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


November 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 


TEXAS 


November 15—— 
Oleomargarine dealers’ report and tax 
due. 


November 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
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November 25—— 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 


November 30—— 
Oil production tax report and payment 
due. 
Property tax first installment due. 


UTAH 


November 10—— 
Carriers, use fuel tax report due. 
Liquor licensees’ report due. 


November 15—— 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 
November 25—— | 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


November 30-—— 
Property tax delinquent at noon. 


VERMONT 
November 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


November 15—— 
Electric light and power companies’ re- 
port and tax due. 


November 30—— 
Gasoline tax report and payment due. 


VIRGINIA 
November 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warchousemen’s tobacco tax due. 


November 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
due. 


November 30—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
November 10—— 


Brewers and manufacturers of malt prod- 
ucts’ report due. 
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November 15—— 
Butter substitutes report and payment 
due. 
Gross 
due. 
Public utilities’ gross operating tax report 
and payment due. 
Sales tax report and payment due. 
Seattle occupation tax report and pay- 
ment due. 
Use tax report and payment due. 
Vancouver occupation tax report 
payment due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
November 20—— 
Use fuel tax report and payment due. 
November 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
November 30—— 


Property tax semiannual installment due. 


income tax return and payment 


and 


WEST VIRGINIA 


November 1 
Bank share tax due. 


November 10—— 
Alcoholic beverage tax report and pay- 
ment due. 


November 15—— 
Cigarette use tax report and payment 
due. 
Sales tax report and payment due. 
November 30—— 
Gasoline tax report and payment due. 
Property tax semiannual installment due 
(last day). 





WISCONSIN 


November 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 


November 20—— 
Gasoline tax report and payment “due. 


WYOMING 


November 10—— 
Bank share tax installment due. 
Carriers’ gasoline tax report due. 
Property tax semiannual installment due. 


November 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ report and tax due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
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November 15—— 


Return of stamp account by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Employers withholding over $100 during 
the preceding month pay amount to au- 
thorized depositary. 


Due date, by general extension, of returns 
for year ending April 30 in the case 
of (1) foreign partnerships; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 

possessions of the United States; and 
(5) American citizens residing or trav- 
eling abroad, including persons in the 
military or naval service on duty out- 

. side the United States. Forms: (1), 
Form 1065; (2)-(4), Forms 1120; (5), 
Form 1040. 
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November 30 





Due date, by general extension, of non- 


taxable returns for fiscal year ending 
March 31 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of  stock- 


holders and of officers and directors of 
foreign personal holding companies due 
for preceding month. Form 957. 


Due date for delivery to local collector of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 





Returns for excise taxes due for preceding 


month. Forms 726, 727, 728, 728(a), 
729, 932. 
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